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old and young, 
To Betty Sue, 
the telephone may some day be- 
come commonplace. But it is never 


A brand-new customer used the 
telephone today. Betty Sue « alled 
up the little girl around the corner. 

Every day, hundreds of Betty 
Sues speak their first sentences into 
the telephone. Just little folks, with 
casual, friendly greetings to each 
other. Yet their calls are handled 
as quickly and efficiently as if they 
concerned the most important af- 
fairs of Mother and Daddy. 

For there is no distinction in 
telephone service. Its benefits are 


available to 


ri h and poo! ye ¥ 


that to the workers in the Bell 
System. 

There is constant search for 
ways to improve the speed, ( larity 
and efficiency of your telephone 
calls ... to provide the _s 
most telephone service, ‘a *) 
and the best, at the low- (3 l 


est possible cost. aso 


BELL TELEPHONE SYSTEM 
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Punched cards provide 


SOCIAL SECURITY 
: FACTS 











-2e = = « when you need them! Investigate these 
ADVANTAGES 
: NE OF THE conspicuous advantages of the punched 
card accounting method is the speed with which it will |. SPEED. Automatic t 
prov ide a volume of information. action produces detailed ee 
[he detailed facts which are punched into the cards ports in minimum tit ata 
become a permanent and constantly available record. When 
2. ACCURACY. Facts {| 
placed in an International Electric Bookkeeping and sor cael dike ina nail 
RH a this record will automatically provide change or error N 
tabulated, printed reports. Ee 
ee oe 3. FLEXIBILITY. A single se dee 
SOCIAL SECURITY Deductions Made AUTOMATICALLY of punched cards will pro Hall. S 
le v =ty reports a ¢ 
By the punched card method, all necessary payroll deduc- ._— ae . “ 
a tatistica -coras. 
tions are made automatically. The punched cards are also a 
the basis for future studies of employment experience. 4. PERMANENCE. P 
; nthe 
Your nearest IBM representative will be glad to give you — are r poser ngs 
. . . a > rec re eadvy to 
detailed information. Get in touch with him, or write eS eet ee , 
information at any ti! 
direct to IBM headquarters today. <_— 
i 
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OPTICAL ILLUSIONS 


Optical illusion makes the length of the upper horizontal line look consid 
ably greater than it really is, and the lower line look considerably smalle 
Another and insidious kind of optical illusion, however, makes many of the 
figures on balance sheets and income statements—usually such importa: 
figures as surplus and net income—look considerably greater or smaller thai 













they really are. 

This latter kind of illusion is largely caused by the theoretical —— 
assumption that every dollar has the same meaning as every other—wh« 
from a practical st andpoint the dollar changes as its buying power changes 
[he means of correcting this accounting type of optical illusion is cleat 
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readily understood without a technical knowledge of accounting. 









Send for a copy on approval. Price: $3.00. 
, i Fd P 


HARPER & BROTHERS 


New York, N.Y. 












49 East 33rd Street 











HARVARD BUSINESS REVIEW 





LOO 


ao New ENGLANpD’s FAMED GATEWAY 
ARP 7 

ie Ra b TO GRACIOUSNESS 

= Wir BO 


Sh o 
en em A 


Through the portals of the Copley-Plaza pass the people who appreciate a hotel where 


nt 


hey can live instead of just “‘stop.”’ 


where the service is quiet and efficient instead of garrulous and effusive—where 
atmosphere (that indescribable something which hotels acquire through long 
ervice to people of means and manner) is more in keeping with the finest domestic 


traditions. 
You will enjoy living at the Copley-Plaza. 
Spacious rooms, charmingly furnished, for as little as $4.00 


Illustrated folder on request 


tHE COPLEY-PLAZA soston 


Arthur L. Race, Managing Director 

















Published ‘*This book gives one’s fail- 
‘he ECONOMICS of the ing faith in human nature 
IRON AND STEEL a healthy jolt in the right 
INDUSTRY direction. It’s fascinating. 
: Herschel Brickell, N.Y., Post 
R. DauGHErRTY, Professor of 


. University ittsburgh, 
E CHAZEAU, Assox f r 
wt enmark 
tL S. Srratron, Associate Pr 
susil ss Kx non s, Varad TT 
THE 


CO-OPERATIVE WAY 


snes adeno by FREDERIC C. HOWE 


1 comprehensive economic anal- ‘A companion volume to Marquis 
\merican iron and steel industry Childs’ Sweden -The Middle Way.’’ 
the idea of determining the neces- Christian Science Monitor 
desirability of the Steel Code or ‘‘Not only interesting—it is positively 
similar type of control. exciting.’”’ Cleveland Plain-Dealer 
‘‘Mr. Howe’s book is most valuable.’’ 


» 1 fora Dy on approval ‘ < 
d ee Saturday Review 

IR \W-I | | | 7 P BC yK ea ).. | nc. 2nd large printing, $2.50 at all bookstores 
$2nd St. New York, N. Y. COWARD-McCANN, 2 W. 45th St., N.Y. 


+ 

















HARVARD BUSINESS REVIEW 

















THE BURDEN OF WEALTH 


. 
When a man has amassed a considerable sum of money we 
say he is in «comfortable circumstances” or “well off”. 


But is he? 


If you are holding down just one top of every new situation and 
responsible position in just one judge exactly how it will affect the 
business today, you know how value of individual securities in 
much time and effort it takes individual portfolios. That is the 
merely to know what’s going on in job that Moody’s Investors Service 


your own field, much less make ; , lal 
is doing for institutional and 


sound plans for the future. Multi- Reet . 
; individual investors. 
ply that job by the number of , ’ 
; . For various types of investors, 
issues in the average investment 
— : ‘ Moody’s renders widely differen 
portfolio and you begin to realize ’ ‘ scneees 
how impossible it is to manage types of advisory and supervisor) 
successfully a list of investments service. Which of our several ser- 
single-handed as a spare=time job. vices will help you most, we can- 


That’s a burden no man can not tell until we have examined 
shoulder himself even though he 
devote his whole working days to ment requirements. Your inquir) 


will be held in confidence and will 








your list and know your invest- 





it. 





Successful management of in- involve no obligation whatsoever. 


vestments demands the facilities, Naturally, the more you tell us of 
man power and organized knowl- your present investment position 
edge of a large group of in- and objectives, the more practical 
vestment specialists to keep on help we can render. 


Moopy’s INVESTORS SERVICE 


JOHN MOODY, President 
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THE FEDERAL COORDINATOR’S CONTRIBUTION TO 
RAILROAD COORDINATION 


BY WILLIAM J]. 


HE railroads are coming out of 

the depression in much better 
condition—financially, physi- 

y, and operatively—than appeared 
be possible three or four years ago, 
en an entire collapse was generally 
edicted and government ownership 
med to be the only solution. While a 
rbing proportion of railroad mile- 

is still in receivership or in the 

ls of trustees, the processes in re- 
ganization are moving forward, gross 
| net earnings are improving, the 
lity of rail service is better than 

r before, and rail management has 
been born again with a new spirit of 
progressiveness and modernity. The 
ent situation justifies the apt com- 

ts of Joseph B. Eastman of the In- 
rstate Commerce Commission: “Old 
Man Railroads is being rejuvenated. He 
ing new clothes, stepping out, 


eginning to court the coy shippers 
1 


wear 
wea 


| passengers again.’ 


before the Boston Chamber of Commerce, 


21, 1937. 


CUNNINGHAM 


Kind words from that source must be 
pleasing to railroad men because Mr. 
Eastman has been a frank and severe 
critic. Even here his note of commen- 
dation is tempered by qualifications. 
“There was a time,” he added, “‘when 
the railroad industry was showing signs 
of incipient senility. . . . The fact is 
that no form of transportation can ex- 
pect to prosper .. . unless it utilizes 
all of the resources of modern engineer- 
ing and scientific research, and shapes 
its organization to that end. And, to be 
effective, it must for this purpose be an 
organization of the industry, not of in- 
dividual carriers... . The railroads 
are beginning to appreciate that fact 
although, in my judgment, they have 
not yet gone far in that direction and 
they are approaching the job timidly 
where they should be bold.” 

These comments, favorable and un- 
favorable, merit careful consideration, 
because they were made by one who is 
unusually well qualified by knowledge 
and experience to pass judgment on 
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transportation affairs. Mr. Eastman 
has been an outstanding member of 
the Interstate Commerce Commission 
since 1919, and from June 16, 1933, 
until June 16, 1936, was the Federal 
Coordinator of Transportation, a tem- 
porary office created by the Emergency 
Transportation Act of 1933. The act 
limited the life of the office to one year, 
but gave the President power to ex- 
tend it another year. Such an exten- 
sion was made by executive order, and 
in 1935 Congress authorized another 
year’s extension. In 1936 Mr. Eastman 
recommended a further extension but 
Congress failed to act, and the office 
went out of existence on June 16, 1936. 
The proposal for a fourth year had 
general public support but it was op- 
posed by organized labor, because Mr. 
Eastman had spoken frankly about the 
unwisdom of certain proposals ad- 
vocated by their leaders and because 
of alarm about unemployment, and by 
the railroad executives, who resented 
some of Mr. Eastman’s criticisms and 
objected to many of the measures he 
advocated. Politically, the objections of 
the railroad executives probably had 
little weight. It is more likely that the 
opposition of labor was responsible for 
the Administration’s decision to take 
no further action. 

Although less than a year has elapsed 
since the office of Federal Coordinator 
expired by time limitation, it may not 
be too early to review some of its ac- 
tivities and reach certain tentative con- 
clusions as to its contribution to the 
“rejuvenation” of railroads. Within 


the space allotted to this article it is not 
possible to discuss all of the activities 
of the Coordinator, but we may at 
least consider the specific topic of co- 
ordination or unification as a means of 
eliminating or reducing the waste in 
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duplication of facilities and service anj 
in uneconomic competition. 


Work and Policies of the Coordinator 


The purposes of Title I of the Emer. 
gency Transportation Act and the func. 
tions of the Federal Coordinator oj 
Transportation were: 

(1) To promote economies and avoid 
unnecessary waste and preventable 
expense; 

(2) To promote financial reorganiz:. 
tion of the carriers; and 

(3) To provide for the immediate 
study of other means of improving con- 
ditions surrounding transportation in 
all its forms and the preparation o 
plans therefor. 

In order to foster and _ protect 
interstate commerce in relation t 
railroad transportation by preventing 
and relieving obstructions and burdens 
thereon resulting from the acute eco- 
nomic emergency, and in order t 
safeguard and maintain an adequate 
national system of transportation, the 
office of Federal Coordinator was cre- 
ated. He was to be appointed by the 
President, with the advice and consent 
of the Senate, or to be designated by 
the President from the membership o! 
the Interstate Commerce Commission. 
The act provided further for the crea- 
tion of three regional coordinating con- 
mittees, composed of railroad officers, 
to carry out the purposes first named. 
To them the Coordinator was to submit 
his recommendations for action. If the 
committees failed to act in carrying out 
the purposes of the law, the Coordi- 
nator was authorized and directed t 
issue orders which, on appeal, were 
subject to review by the Interstate 
Commerce Commission. To carry out 
the second and third purposes of the act 
the Coordinator was directed to invest 
gate and consider means and to submit 
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mendations to the Commission, 
,at body was directed to transmit 

ymmmendations promptly, with 
nts, to the President and the 


ess 
C . 


e Coordinator, with the approval 


. President, was authorized to em- 
istants and to fix their compen- 
His central staff, when finally 


ized. consisted of several sec- 


” each in charge of a director, and 
e point of contact with the regional 


terminals, there were created the 
es of director of regional coordi- 


Mr. E 


rdinating committees in local co- 


ation projects, such as unification 


n in Chicago, with an assistant 
r in each of the three regions. 
letter sent to the regional co- 
ting committees on July 14, 1933, 

astman made the following state- 
} indicate the policies which he 
d to follow in the selection of 


istants: 


retend to no technical expert knowl- 


+ 


- of railroad operation. My main func- 


far as that part of the act is 
ned, is to be a nucleus of joint 
r, to inspire and promote it, and 
require it if that proves necessary. 
have at my command an organiza- 
ich will supply some of my own 
il deficiencies, and in choosing that 
n my aim has been to select 

) think that improvement is possi- 
me of them are proponents of plans 
ideas which it may be that many of 
ot accept. They have been chosen 
use I, myself, am committed to 


particular plan or plans or ideas, but 


we shall never get anywhere in 


arch if we do not have with us those 


ink there is something to find. 


il Coordination, Transportation Service; Pur- 

ter changed to Property and Equipment); 
ng; Labor Relations; Research. 

n had an important part in the enact- 

> Motor Carrier Act of 1935 and in the 

t to the Bankruptcy Act to expedite rail- 
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It may be noted that the functions 
of the Coordinator were very broad, 
and they may be roughly classified as 
of two types—those which affected 
things which are internal and subject 
in substantial degree to railroad mana- 
gerial control, and those which were ex- 
ternal and affected things in which 
the public regulating authorities have 
prime interest. We are here concerned 
mainly with the first group of func- 
tions, and will not consider Mr. East- 
man’s notable contributions in the 
broad field of transportation legisla- 
tion.* Nor can we do more than note 
the activities of the Coordinator in 
transportation service, purchases, labor 
relations, and research. Outstanding 
in value as a stimulating influence 
in improving the quality of ftranspor- 
tation service are the comprehensive 
reports on Merchandise Traffic, Freight 
Traffic, Passenger Traffic, and Traffic 
Department Organization. Important 
too in the field of operation and 
maintenance is the report on pooling of 
freight cars. Our attention is to be lim- 
ited in the main to matters coming 
under the general classification of co- 
ordination or unification, but our con- 
sideration of those problems should be 
preceded by a discussion of the Co- 
ordinator’s criticism of railroad organ- 
ization in general and his suggestions 
for improvement. 


Organization of the Railroads 


In his first annual report* Mr. East- 
man traced the steps by which, from 
the earliest days until the present, the 
railroads had changed from a large 
number of enterprises independently 
road financial reorganization. His valuable contribu- 
tions in the reports on subsidies to the several types of 
carriers are not yet printed. 


4 Regulation of Railroads, Document No. 119, 73d 
Congress, 2d Session, January 22, 1934, pp. 8-11. 
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operated into less than 100 railroad sys- 
tems working together in joint service® 
and governed in substantial degree in 
general policies by national and re- 
gional railroad organizations. Yet the 
degree of joint action in common good 
was found to be much less than it 
should be, there being no effective 
centralization of authority over many 
matters of common interest. The strug- 
gle of each separate railroad system to 
capture and hold the maximum of com- 
petitive traffic, both remunerative and 
marginal, and the emphasis on the con- 
flicts in individual interests, have led 
to much waste and have made difficult 
an agreement on general policies of 
common benefit. In attempting to meet 
the competition of other forms of trans- 
portation there has been little collective 
grappling with the problem. It has been 
evident for some time that the present 
complex railroad rate structure is based 
on principles which cannot with ad- 
vantage be applied in the face of com- 
petition offered by other agencies, and 
that radical adjustments are necessary, 
yet there has been little attempt to deal 
collectively with the question. 

Committees of the railroad operating 
and maintenance organizations often 
do excellent work and recommend the 
adoption of standards or practices, but 
such recommendations frequently fail 
of general adoption because of the high 
degree of individualism among railroad 
managements. 


The general situation, in brief, is one in 
which the numerous separate owners and 
managers ... are in need of a “more 
perfect union,” just as the States were 
prior to the Constitution. The time is 
propitious for such a movement, because 


the competition the railroads now have 


5 The Freight Traffic report shows that of the total 
carload freight traffic 77% moves over two or more 


railroads. 
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from other transportation agencies make; 
intensive competition within their ow, 
ranks a much less sacred thing than jt 
once was from the public point of view, 


The railroads apparently were jm- 
pressed by the soundness of the dj- 
agnosis and the need of a centra! 
organization with power to determine 
policies. Steps were taken in Novem- 
ber, 1934, to create the Association of 
American Railroads, to succeed the 
American Railway Association and the 
Association of Railway Executives. 
Neither of the old organizations had 
authority to bind the individual mem- 
bers to the adoption of or adherence to 
standards or policies. Their functions 
were merely advisory. Nor were the old 
organizations active in all departmental 
affairs. They had little to do, for exam- 
ple, with traffic policies or with finance 
and accounting. The new organization 
has legislative power in all departments 
to require individual members to adopt 
and adhere to standards, rules, and 
policies which have been approved by 
three-quarters of the membership. 

The new association was hailed as the 
“more perfect union” suggested by the 
Coordinator but, as will be noted later, 
its potentialities have not yet been 
realized and the defects that it might 
remove still prevail. The reasons for 
failure to use its powers of discipline 
are closely related to the reasons for 
the slow progress in coordination. 


Coordination: The Labor Clause 


In the enumeration of the purposes 
of the Emergency Transportation Act 
the first was “‘to encourage and promote 
or require action on the part of the car- 
riers which will avoid unnecessary dv- 
plication of services and facilities . 
and permit the joint use of terminals 
and trackage.” The fact that the speci- 
fied title for the head of the new organ- 
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‘zation was ‘‘Federal Coordinator of 
lransportation”’ indicates the empha- 
sis upon coordination. A large part of 
discussion preceding and immedi- 
tely following the enactment of the 
w had to do with the desirability 
sublic interest of bringing about 
by government pressure coordination 
‘easures which the railroads, because 
dividual differences in viewpoint, 

| not bring about themselves. 
An amendment to the original draft 
e bill which became the Emergency 
[ransportation Act had an extremely 
important bearing on coordination. 
[he amendment, Section 7(b), reads as 


Lit 


S 


The number of employees in the service 

f a carrier shall not be reduced by reason 

ny action taken pursuant to the author- 

f this title below the number as shown 

by the pay rolls of employees in service 

luring the month of May, 1933, after 

ducting the number who have been 

removed from the pay rolls after the effec- 

ive date of this act by reason of death, 

normal retirements, or resignation, but not 

in any one year than § per centum of 

1 number in service during May, 1933; 

r shail any employee in such service be 

leprived of employment such as he had 

ring said month of May or be in a worse 

ion with respect to his compensation 

such employment, by reason of any 

taken pursuant to the authority 
nferred by this title. 


Inasmuch as a reduction in pay roll 
expense was one of the main reasons 
r terminal and other coordination 
jects, Section 7(b) was an effective 
barrier to most of the proposals. The 
tuation was summarized by Mr. East- 
man in one of his first public addresses 


alter he became Federal Coordinator 
when he said that the amendment prac- 


lly transformed him from a poten- 
“doer of deeds into a prober of 
sibilities.” 
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Coordination Projects 


It was upon these possibilities that 
the Coordinator, his regional directors, 
and the regional coordinating commit- 
tees focused their attention. Practically 
every terminal served by two or more 
railroads was surveyed, with major ef- 
forts in the large terminals. An impos- 
ing list, containing more than 5,000 
projects, was compiled, but relatively 
few were effectuated during the three 
years of the Federal Coordinator’s term 
of office. 

The labor restrictions do not entirely 
explain the lack of affirmative action. 
They were of a temporary nature and 
would grow less restrictive in each year 
after 1933. The Coordinator had ground 
for the assertion that the importance of 
the labor proviso was exaggerated to 
divert attention from other reasons, 
that progress in coordination might be 
made by conference and adjustment 
with employees without violating the 
law, and that individualism was the 
real obstacle. Other reasons, however, 
were present. There were mortgage dif- 
ficulties when property would be re- 
leased by one carrier to effect savings 
by all carriers; there were complica- 
tions under existing contracts and 
other legal arrangements; and there 
was opposition by local communities 
to the abandonment of duplicate fa- 
cilities and the transfer of employees. 
Yet the underlying impediment to co- 
ordination was the disinclination of the 
individual carrier to surrender an ad- 
vantage, real or imaginary, in strategic 
location and to share that advantage 
with a competing carrier under unified 
operation. 

The coordination projects which had 
been surveyed jointly by the Coordi- 
nator’s staff and the regional railroad 
committees were estimated in the sec- 
ond report of the Coordinator on 
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“Economy Possibilities of Regional 
Coordination Projects,” dated July 12, 
1935, to have potential economies of 
nearly $25,000,000 per year. In that 
estimate the regional railroad commit- 
tees concurred but the Coordinator’s 
director of coordination believed that 
the estimate was far too low because the 
committees, actuated by individualis- 
tic considerations, had understated the 
possibilities. When the estimates had 
been revised upward by the Coordi- 
nator’s staff, and when certain projects 
not then passed upon by the regional 
committees were added, the savings esti- 
mate of the director of regional coordi- 
nation became $56,093,498 annually. 
All of the surveys, however, were made 
under instructions to consider only the 
physical possibilities and to disregard 
such difficulties as competitive rela- 
tionships, mortgages, contracts, and 
community opposition. 

Not included in these estimates of 
savings were potential economies that 
would come from extending the coordi- 
nation into line operatica and control- 
ling the flow of traffic into and out of 
the terminals. Likewise omitted from 
consideration were the several cases in 
which one of two paralleling lines might 
be used between certain points for both 
lines, and the other line abandoned 
without detriment to public service. 
Several pre jects of these two classes 
had been explored and were under 
study when the term of the Coordina- 
tor’s office expired. 

Surveys were made also of the possi- 
bilities in the coordination of the gen- 
eral shops used for heavy repairs to 


locomotives and cars, and of engine 
houses, but the studies were not com- 
pleted nor were the economies carefully 
estimated. Attention was paid also to 
the duplication in “up town”’ ticket 
offices in large cities. During the war 
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period when the railroads were oper- 
ated as a single system by the United 
States Railroad Administration most 
of the separate “up town” ticket offices 
were closed and consolidated ticket 
offices established to serve all lines, by: 
soon after the railroads were returned 
to competitive conditions the greater 
part of the separate offices were re- 
stored. ‘The Coordinator’s staff made 
an effort to get the regional coordinat- 
ing committees interested in such co- 
ordination but the committees, after 
considering the proposals, were unwill- 
ing to recommend any changes. 


Terminal Coordination. Under date 
of July 17, 1934, the Coordinator re- 
quested the regional coordinating com- 
mittees, as a test of the practical ob- 
stacles, to arrange with the interested 
railroads for a trial period of coordina- 
tion at three selected terminals—Kan- 
sas City, Detroit, and Birmingham. 
Later, Indianapolis was substituted for 
Detroit. At Kansas City eight of the 
twelve lines were willing to go along 
with a complete pooling arrangement 
for a trial, but the other four lines 
would not cooperate. At Birmingham 
the lines were unwilling to proceed on 
any basis tending to change present 
control over individual operations. At 
Indianapolis the subject was still under 
consideration in July, 1935. 

A method of operation which would 
overcome most of the important ob- 
stacles and would make possible the 
greater part of coordination economies 
was suggested by the director of re- 
gional coordination in his July 12, 1935, 
report on economic possibilities. The 
last paragraph of the report is quoted 
below in full. 

It is desirable to have major terminal 
areas owned and independently operated 
under joint control of interested lines 
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holdings, rights and privileges, 
s, contracts, special and wholly 
jual operation, and other serious 
render the blending together of 
arrangement involved and difficult 

ject to much delay and controversy. 

er, terminal railroad associations 
established as cooperative organi- 

; and it is reasonable and practicable 

\it property to such associations 
lease, effecting arrangements that 
nable operations of service and facili- 
same as if properties were pur- 

r owned. It is equally practicable 

gate jointly all operations of service 
ilities, either as a whole or to a 
extent, to such an association 

t lease or any definite commitment 
sfer of property, by the use of pool- 
ntracts. Such formation of a co- 
tive operating association can effect, 
ll, but the major portion of savings 

il of attainment under coordination. 
association can be transferred such 

of the personnel required, with 

f jurisdiction, if necessary, over all. 

ty use and loss of any advantageous 

n that might result can be com- 

1 from savings in due proportion; 

ns, where wholly of an individual 

re, can be excluded. Individual service 
train yards, transfer operations, freight 
*s, team tracks, etc., is of questionable 
in promoting ‘‘ good-will” and secur- 

: patronage. Such advantages have been 
paired and are in process of complete 
fication by the carriers themselves, 
igh their use of trucks, and by reason 

» traffic which moves exclusively by 


re 
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Because of the apparent unwilling- 
of the railroads voluntarily to 
the projects to a conclusion, the 

rdinator, on February 1, 1936, an- 
ed that he planned to issue an 
ler requiring the coordination of rail- 
terminal facilities at eleven speci- 


ter, Mass.; Mechanicville, N. Y.; Grand 
Mich.; Jacksonville, Fla.; Montgomery, Ala.; 
Miss.; Freeport, Ill.; Des Moines, Ia.; 


fied terminals. He would have preferred 
that the railroads would have acted 
voluntarily, but inasmuch as the rail- 
road machinery for handling such mat- 
ters was “apparently on dead center” 
he was forced to exert outside pressure 
from government authority to promote 
greater cooperation in eliminating com- 
petitive duplication. The eleven speci- 
fied cases® were described as “very 
simple” terminal unification projects 
in comparatively small cities and were 
selected from more than 5,000 terminal 
situations surveyed. He further an- 
nounced his intention to proceed by 
order with other projects, working up 
gradually from small to large, but 
always with the willingness to stand 
aside when the railroads were able to 
proceed on their own momentum. 

The notice of intention to promulgate 
was given in advance of the issuance 
of the formal order so as to comply with 
certain procedural steps required by 
the act. The regional coordinating com- 
mittees were to be given time to review 
their earlier conclusions; the regional 
labor committees were to be given op- 
portunity to present their views; the 
state authorities were to be notified; 
and notice was to be given to the com- 
mercial interests of the communities 
affected. 

It should be noted here that the 
power of the Coordinator to issue or- 
ders making effective recommendations 
not adopted by the railroads was exer- 
cised in but one minor case affecting 
two railroads which proposed, in de- 
fiance of the Coordinator’s disapproval, 
to put on a passenger train which 
would, in the opinion of the Coordina- 
tor, result in wasteful duplication of 
service. The disinclination of the Coor- 


Council Bluffs, Ia.; Beaumont, Tex.; Ogden, Utah. 
The estimated operating economies for the 11 termi- 
nals were set at about $2,000,000 per year. 
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dinator to issue orders was based on his 
limited tenure of office and the fear 
that a plan not adopted willingly would 
likely fail if forced upon those who, hav- 
ing opposed it, might be more interested 
in its failure than in its success. 

If his order requiring coordination 
at the eleven terminals had been pro- 
mulgated, it would have been his first 
exercise of that power 1n an important 
case. As a matter of fact, however, the 
order was never issued. It may be that 
Mr. Eastman was using it as a threat 
to put fear into the hearts of the indi- 
vidualists among railroad executives or 
to focus attention on the subject of 
dismissal compensation, a plan which 
he had been unsuccessful in having 
enacted into law. But, whatever his 
intention, the matter was practically 
taken out of his hands when, in re- 
sponse to strong protests from labor, 
the President of the United States 
requested the Coordinator to hold up 
the proposed order until pending nego- 
tiations to safeguard the interests of 
labor had been concluded. In the mean- 
time there was increased uncertainty 
as to whether Congress would extend 
the life of the Coordinator’s organiza- 
tion and nothing definite was done 
about the eleven coordination projects 
before June 16, 1936, when the Coor- 
dinator’s term expired. 

Very soon after that date the Asso- 
ciation of American Railroads an- 
nounced that the Association, through 
appropriate regional committees of 
railroad officers, would continue the 
coordination studies of the Coordina- 
tor and would effectuate coordination 
wherever practicable. Such committees 
were promptly appointed and the re- 
ports of the Association for 1936 indi- 
cate that a few such projects were 
recently consummated voluntarily by 
the interested carriers. 


Agreement upon Labor Compensation 


Progress in that field was assisted by 
an agreement, May 21, 1936, after 
prolonged negotiations, between the 
Association of American Railroads and 
the Railway Labor Executives Associa- 
tion, under which the railroads, during 
the five years beginning June 17, 1936 
(the day following the expiration of 
labor’s protection under Section 7(b) 
of the Emergency Transportation Act), 
will compensate employees displaced 
by coordination projects. The railroad 
acquiescence in that agreement was 
strongly influenced by the likelihood 
that in the event of failure to agree 
to such compensation voluntarily, it 
would be forced upon them by the 
almost certain enactment of the drastic 
Wheeler-Crosser bill, which would not 
only have provided for dismissal com- 
pensation on a comprehensive scale but 
would also have tied the hands of rail- 
road management in making effective 
any changes in operation or service 
which would reduce the number of 
employees. 

Under the agreement each carrier 
contemplating coordination shall give 
at least go days’ notice to the employees 
affected and shall arrange for joint 
conference. Provision is made for the 
adjustment of disputes. The terms of 
compensation are: 

1. When an employee affected by a 
particular coordination is placed in a 
position paying less salary than pre- 
viously received, the difference must be 
paid during not to exceed five years 
or until the employee, by promotion or 
otherwise, receives a salary equal to or 
greater than that received prior to 
coordination. 

2. An employee deprived of employ- 
ment as a result of coordination is t 
receive a “coordination allowance” 
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ed on the length of service, which, 

pt in the case of an employee with 

than one year’s service, shall be a 
ly allowance equivalent to 60% 
average monthly compensation 

employee for the 12 months 

ror to coordination. Such monthly 
mpensation shall be paid during 
iods ranging from six months to em- 
ees of one but less than two years’ 
vice, to 60 months for those whose 
vice is 15 years or more. An em- 

- with less than one year of serv- 
|| receive compensation equal 
months’ salary. 

. An employee eligible to coordina- 

n allowance may, at his option at the 
‘ coordination, resign and in lieu 

monthly allowance accept a lump 

‘separation allowance” ranging 

three months’ full pay when the 

vice term is one year and less than 
to one year’s salary when the 
ice is five years or more. An em- 

e with less than one year of service 

receive five days’ pay. 

\n employee who, because of co- 
tion, is required to change his 
f residence, shall be reimbursed 
ving and traveling expenses of 
f and his family. He is also to be 
ursed for loss suffered in the sale 
house for less than its fair value. 

ame principle is to apply to loss in 

value in equity in a house being 
ased under contract, and to loss 
ting from an unexpired lease. 

his agreement had been made 
in the period during which the 

rdinator was in office, or if Congress 
icted into law the dismissal com- 

ition plan which Mr. Eastman had 
ited, the record of achievement 
rdination by the Coordinator 
undoubtedly have been impres- 

He was handicapped by the labor 

n and it strengthened the op- 


position of the individualists unwilling 
to concede advantage in the interest of 
collective good. Yet notwithstanding 
the fact that the achievement in coor- 
dination was small during Mr. East- 
man’s term of office, credit should go to 
him and his organization for showing 
the possibilities, for drawing attention 
to the nature of the opposition, and for 
providing the Association of American 
Railroads with a definite program 
worked out in detail. 

Now that a voluntary agreement has 
been made between the railroads and 
labor under which dismissal compensa- 
tion will be paid to and accepted by 
displaced employees, and the Associa- 
tion of American Railroads is com- 
mitted to a policy of carrying forward 
the work done under the direction of 
the Coordinator, the way is cleared for 
realizing eventually the potential econ- 
omies and eliminating in substantial de- 
gree the large amounts of loss through 
duplication and wasteful competition. 
It is doubtful, however, if the Associa- 
tion can now deal with the problems as 
effectively as could have the Coordina- 
tor, as he would have been better able 
to bring pressure to bear upon those 
who insist that their competitive ad- 
vantages shall stand in the way of 
progress toward the well-being of the 
industry as a whole. 


Coordination under the Association of 


American Railroads 


The Association’s record of the past 
two years does not carry much promise 
of effective work in cases where collec- 
tive benefit requires any concession of 
advantages by individual roads. The 
Coordinator’s comments, in his first 
annual report, on the defects in railroad 
organization and the need of a “‘more 
perfect union,” had much to do with the 
creation of the Association with plenary 
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powers over all departments. Mr. East- 
man’s first enthusiasm for the new 
organization soon cooled and was dis- 
placed by the skepticism in his com- 
ment, in his January, 1936, general 
report that the Association “while or- 
ganized for commendable purposes can- 
not be depended upon to achieve the 
results desired without governmental 
help.” There has as yet been no test to 
show whether the individualists in the 
membership can be controlled by the 
75% vote. Indeed there is evidence to 
support the assumption that such a test 
is feared. Individualism in freight rate 
and other policies is still active. The 
agreement on dismissal compensation, 
negotiated by the Association, was not 
concurred in by several important 
railroads. 

The original plan for the new Asso- 
ciation called for the creation of a 
department of planning and research 
but it has not yet been organized, 
apparently because of conflict of in- 
dividualistic views. In his letter of 
transmittal covering the report of his 
Mechanical Advisory Committee, Feb- 
ruary 21, 1936, Mr. Eastman called 
attention to the inaction of the Associa- 
tion in this important field. “The re- 
port emphasizes,” said he, “the need 
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for the creation by the Association 
American Railroads of a central de. 
partment for scientific engineering and 
economic research, well equipped and 
manned by men independent of an 
individual railroad company, with the 
necessary background of experience 
and ability, and given the opportunity 
to concentrate, with all the light tha 
modern science can supply, upon such 
problems as are discussed in the report, 
and to conduct all necessary experi- 
ments and tests. I have continually 
urged the creation of such a depart- 
ment and in this I have the unanimous 
support of the committee appointed at 
my request to investigate this subject, 
jointly by the regional coordinating 
committees and the Science Advisory 
Board of the National Research Coun- 
cil. Why, in view of the conclusions 
reached by the distinguished conm- 
mittee, such a department has 1 
yet been created, I am at a loss t 
understand.” 

Mr. Eastman’s more recent com- 
ments, quoted in the second paragraph 
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of this article, deserve repetition. To! 
effective the railroads must be organ- 
ized as an industry, not as an aggrega- 
tion of individual carriers. The need for 
a “‘more perfect union”’ still exists. 
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SOCIAL AND POLITICAL TENDENCIES OF THE 
PRESENT DAY 


By T. N. WHITEHEAD 


; a common saying that democ- 
ies do not vote for administra- 
but against them. This 
nent does not apply to the last 
ental election. Not only was Mr. 
evelt returned by a substantially 
sed majority, but the most con- 
Republican would agree that 
torate had been given ample 
inity during the previous four 
to appreciate the nature of the 
nistration for which they were 
\nother noteworthy feature of 
election was the nearly com- 
inanimity with which the various 

s recorded their preference. 
may be said that the different re- 
f the country voted the Demo- 
ticket for dissimilar reasons. A 
crat in Massachusetts is not the 
thing as a Democrat in Tennessee 
), on a closer view, the apparent 
unanimity of the country 
down into heterogeneous inter- 
and historical sentiments which, by 
accident of fate, all served the 
ratic Party. It would be idle to 
that there is some truth in this 
ent, though the problem still 
ns as to why these various inter- 
had to wait for the year 1936 in 
to discover full measure of their 
ical agreement. For this election 
beaten all previous Democratic, 
most Republican, records in the 

inimity of the vote by states. 
se are the broad facts of the 
tion. It is my present purpose to 
certain political and social 
ies which, with great local dif- 


ferences, seem to be important both 
here and in other nations affected by 
the rise of modern industry and com- 
merce. These suggestions are from the 
point of view of an Englishman who 
has lived in Massachusetts for the past 
six years. It is not my intention to deal 
with the local differences suggested in 
the foregoing paragraph—nor am | 
competent to do so—but to confine 
myself to such general views as my 
experience and thought suggest about 
such a striking development as the last 
election in the United States. 


Political Change: Its Origins and Form 


An Englishman almost inevitably 
finds an analogy for the present situa- 
tion in the decade immediately preced- 
ing the World War. In the year 1905, in 
England, the Liberal Party, after long 
years of opposition, was returned to 
power with an overwheiming major- 
ity—a majority which never wavered 
until the War put a temporary stop to 
party politics. This defeat was quite 
unforeseen by the Conservative Party, 
and its leader, Arthur Balfour, then 
stated that in his opinion it had nothing 
to do with current party politics, but 
was the outcome of some new force or 
social tendency which was sweeping 
over Europe in one form or another. 
The sequel showed that Balfour was 
right. In England during the next dec- 
ade the Liberal government greatly 
modified the social structure of the 
country. Far-reaching social legislation 
was introduced and, as a necessary step 
toward this end, the British constitu- 
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tion was drastically amended in 1911 
by forcing the House of Lords to pass a 
bill curtailing its own powers, under 
threat of the immediate creation of 
several hundred new peers pledged to 
pass this very measure. This is all the 
more interesting for in some respects 
the functions of the House of Lords 
approximate more closely to those of 
the United States Supreme Court than 
to the Senate, in spite of the fact that 
the English Upper House cannot com- 
pare with the Supreme Court in either 
ability or prestige. The general simi- 
larity of politics in England from 1905 
to ig14 and in the United States from 
1932 to today is too close to be ignored, 
although in detail the differences are 
great. 

It is not only these two countries 
which have experienced the rise of 
social legislation. Within the last half 
century the same tendency to organize 
human relations by direct government 
action can be seen in every industrial 
country in the world. This tendency 
is to be found wherever industry is 
advancing, and it is independent of any 
particular form of government. Such 
unlike nations as the United States, 
Germany, and more recently Italy and 
Japan, all show the same drift away 
from a practice of laissez faire both in 
business and in social organization. It 
is as though the self-regulating, auto- 
matic functions of society were prov- 
ing—or had come to be regarded 
as—inadequate to maintain the needful 
stability under present-day conditions. 

So, in seeking some hint as to the 
deeper significance of political events 
in the United States, I start with the 
observation that, in their broader out- 
lines, these events are more closely 
related to the growth of modern indus- 
try than to any particular nation or 
form of government. Consequently it 
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should not be necessary to enter int 
a discussion as to the merits and defec;; 
of particular measures. Politics, in jt; 
detail, is largely determined by the 
accident of personality and of trivia) 
circumstance; but in its wider aspect 
it may reflect the social trend of the 
epoch. Unlike the details of politics. 
vast events, such as widespread social 
trends or the passage of the seasons, are 
not so much matters for agreement or 
disagreement as for thoughtful obser. 
vation; one endeavors to understand 
these things and then charts one’s 
course accordingly. One healthy sign 
in the present situation is the extent 
to which this view has been accepted 
following the election. 

The relations of people to one another, 
and to business and other institutions, ar 
being increasingly regulated by govern- 
ment rather than by the informal pre:- 
sures and customs of society itself. This 
is the trend upon which I wish to focus 
attention in this article. We observe 
that almost everywhere social regula- 
tion is becoming more formal and sel! 
conscious; explicit planning is tending 
to replace the unreflective but mor 
sensitive social processes which ha\ 
guided conduct in other epochs. | a! 
not justifying this trend or even sug- 
gesting that it is a necessary feature 
an industrial society, but I observe th 
fact. 

This is not a unique situation; the 
same sort of thing has been seen before 
and if past experience stands for any- 
thing, the condition is a dangerous 
one. For instance, the declining years 
of the Roman Empire, a time of grea! 
trade and commerce, were punctuated 
with experiments in social legislatio! 
It is often said that Rome was doome¢ 
when the city undertook to supply ! 
unemployed with free bread. But this 
is surely to put the cart before t 
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se. Why did unemployment increase 
alarmingly at that time? And why 
iily and kinship ties no longer 
icient to provide the needed security 
- individual? Social legislation is 
not the cause, of some in- 
ficiency in the self-regulating proc- 
of society. Similarly the surgeon’s 
-nife is the result, not the cause, of an 
‘tack of appendicitis, a breakdown of 
e self-regulating processes of the 
rman body. It would be foolish to 
» that the rise of commerce and 
ry necessarily involves a collapse 
ial integration, but history does 
y that this sequence of events is a 
natural one. 





rial Organization before the Industrial 


\ vigorous, self-regulating society is 
a logical thing; it is an affair of 
attitudes, loyalties, and cus- 
is, in fact, dependent upon 
| wisdom in action rather than on 
gical understanding. It was the reali- 
s that caused the President 
e New Jersey Bell Telephone Com- 

y to end a recent speech with the 
rds, “As we go forward into the un- 
n future, God grant that we may 
a wisdom greater than our 
ige.”’! It was in an integrated 
ty of this kind that modern indus- 
k its roots. It is absurd to give 
to the rising tide of economic 
ities which are often referred to 
y as “the industrial revolu- 
’ but to fix our ideas let us take 
ear 1776: the year in which the 
an Colonies proclaimed their 


first published his Wealth of 
ns. In some respects this year is 


Limitations of Foresight in Modern 


ress delivered at the 30th Ar 








too late, and in other respects too early, 
for our present purpose. 

Prior to this arbitrary date the pat- 
terns of society in both continents bor- 
dering the North Atlantic were based 
upon agriculture as the principal means 
of obtaining a livelihood. Within limits 
the agricultural way of life determined 
the social structure of each nation. 
These social patterns were very differ- 
ent in the two continents, and from one 
district to another within each con- 
tinent, but they all had something in 
common. For instance, an agricultural 
family, or small community, was far 
more self sufficient than any similar 
number of people engaged in modern 
industry. The economic interests of 
each member were hardly wider than 
his immediate human contacts, so the 
horizon of a small agricultural com- 
munity was chiefly limited to itself. 
Again, in a farming community the 
whole family—father, mother, and 
children—worked together to obtain 
their living, and there was no clear-cut 
distinction between the economic and 
other activities in the farmer’s life. Life 
was first and foremost a family affair 
and the family was bound up in its 
small community. People have a high 
regard for groups in which they spend 
their lives, and conduct is controlled 
by the sentiments of the locality. The 
loyalties, attitudes, customs, and codes 
of each individual are absorbed from 
his family and his community; he ven- 
erates these accordingly. There is little 
possibility of independent action, for 
whatever a man does is important to 
his neighbors and is known to them. 

Not all men were farmers in the 
seventeenth and eighteenth centuries 
in either continent; both trade and 
industry were important social ac- 


vention of the Association of Life Insurance Presidents 
by Chester I. Barnard, December 4, 1936. 
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tivities. But it would be true to say 
that the basic beliefs and moralities of 
the times were firmly based on the 
agricultural ways of life; their codes 
emphasized the sanctity of family, kin- 
ship, and neighborly obligations, and 
their loyalties and ultimate values were 
based upon these things. 

The strength of social pressures and 
the simplicity of the economic organi- 
zation combined to secure, for such a 
society, a large measure of personal 
stability both as regards economic cir- 
cumstance and as regards social posi- 
tion. For instance, individuals were in 
no great danger of starving in the midst 
of plenty and, given acceptable be- 
havior, their relations to the local 
society were not at the mercy of in- 
dustrial conditions far beyond their 
ken. Of course the society was subject 
to the risks of such things as poor har- 
vests and, in the United States, of 
Indian warfare; but the society faced 
these as a whole and each man was 
supported in his hardships by his kin- 
ship and community ties. There was 
little scope for unemployment insur- 
ance or for labor legislation; these were, 
in effect, provided by the customs of 
society itself. 

Revolt and Its Doctrine 

A si ciety so dominated by the pres- 
sure of unreflecting custom and senti- 
ment is apt to be unprogressive both 
in its technology and in the opportunity 
it offers to exceptional individuals in 
the way of adventure and novelty. And 
the rise of trade, exploration, and 
commerce, culminating in the unprec- 
edented pace of the industrial revolu- 
tion, may be understood, in part, as 
the enthusiastic repudiation of a repres- 
sive social structure. Not only did the 
actions of men suggest this emotional 
release, but their dogmas and theories 





pointed in the same direction. Thus the 
science of economics, given in its out. 
line by Adam Smith in 1776, ignores 
the social sentiments and controls of 
custom and bases itself squarely on one 
personal (not social) motive—the mo- 
tive of personal economic gain. There 
is no suggestion in the body of this 
doctrine that the associated activity of 
human beings may satisfy a funda- 
mental social need. The whole doctrine 
reads as a repudiation of human loyal- 
ties and kinship obligations, and a 
glorification of personal gain. 

It was recognized that economic ac- 
tivities demanded a high and increasing 
degree of coordination between indi- 
viduals and economic groups, but the 
economic theory proved equal to this 
task. A theory of internal harmony was 
developed by which it appeared that 
“economic men” acting in the light 
of their single motive, and possessed 
incidentally of adequate knowledge 
and reasoning power, would all uncon- 
sciously develop a coherent pattern 
of interlocking activities as a result of 
their narrowly personal pursuit of 
wealth. And the interesting thing is 
that this doctrine, which was nearly 
universally accepted during the nine- 
teenth century, seemed to provide : 
reasonably adequate explanation of the 
most spectacular example of materia! 
and intellectual development the world 
has ever seen. 


Our Present Situation 


But the customs and conditioning 
of centuries cannot be undone in a day, 
and though men believed one thing in 
their explicit thinking, the loyalties and 
routines inherited from their fore- 
fathers continued to provide a large 
measure of social stability in thei! 
unreflecting actions. Thus the nine- 
teenth century was a century of great 











rasts both in the United States and 
pe. In factories in England, for 
ple. the most brutal disregard of 
in happiness was to be found side 
with a sensitive appreciation 
tual obligations in other social 
vities. The man, who as the father 
; family would be outraged at the 
that wealth could be divorced 

n obligation to others, would hire 

| fire his “‘hands” like cattle and 
vy even less interest in their upkeep 
ppiness. Such extreme callousness 
tunately a thing of the past; it is 
iinly not typical of responsible 

ss executives today. But we have 
rited an economic and industrial 
erstanding which pays little regard 
ial values, and a society whose 
matic stabilizing processes are cor- 
ndingly weakened. 

\fobility is a feature of our modern 
zation and together with this we 
a loss of family and community 
Social sanctions and taboos are 

highly developed or regarded; 
it easy for society to control the 
ns of its members when these 
re continually living as strangers 
ngst groups other than their own. 
iltaneously the economic repercus- 
f a given activity are becoming 
and more widespread, and con- 
ently the need to coordinate these 
ming increasingly pressing. 


Our civilization has swung from one 
treme to the other. A number of gen- 


ns ago it suffered from an oppres- 
ntrol by social sentiment and 

n, and now it is in danger of 

ng to pieces for the opposite reason. 
ymptoms are to be seen all around 
Vast maladjustments in business 
ivities, such as the last depression; a 
re on the part of society to guard 
tunes, or even the bare existence, 
members apart from activities 
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dictated by law; labor unrest, as shown 
by excessive turnover, by a tendency to 
limit output, by a resistance of tech- 
nological innovation, and by strikes 
which are increasing rather than dimin- 
ishing in scope; these are all evidence 
of society’s incapacity to manage its 
own affairs. And, as a reaction to this, 
we find a very general demand for 
governments to step in where society 
has failed and provide a framework for 
orderly living. Different groups feel the 
need in different ways. Manufacturers 
have insisted on tariffs; employees have 
obtained labor regulations and meas- 
ures for insuring some degree of security 
in times of unemployment. Everybody 
has asked for some legislative action, 
and equally most thinking people are 
disturbed—and with reason—at the 
growing participation of government in 
the affairs of its citizens. 

The problem before our industrial 
civilization is a complex one, and some 
adjustment must be found in practice 
if the whole structure is to be pre- 
served. No one wishes to return to the 
simple unprogressive state of an agri- 
cultural society, even if this were pos- 
sible, but we do want our society to 
recover some of its capacity for self 
adjustment. This involves an increased 
stability of personal and community 
relationships in one form or another, 
for all social sentiment and control is 
based upon habitual association. On 
the other hand, the complexity of eco- 
nomic relations as well as their rate of 
evolution almost certainly involves an 
increased participation on the part of 
governments. At any rate it is an ob- 
servable fact that in every industrial 
country there is a popular demand for 
its government to coordinate business 
activities and to define the extent of 
society’s obligation to the individual. 
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It is often assumed that modern 
social legislation forces society to as- 
sume an impossible obligation for the 
welfare of its members, but in fact this 
is only a return to conditions which 
were habitual before the industrial 
revolution. The disturbing factor is the 
degree in which these obligations are 
neglected at the present time unless 
defined and enforced by legislation. 


Government Action 


The demand for government control 
of social processes has come late to this 
country. In Germany social legislation 
was well advanced by the end of the 
last century and it is over thirty years 
old in England; but neither of these 
countries could offer the opportunities 
for individual initiative which have 
been available here. However, in some 
sense the era of opportunity in the 
United States is apparently passing 
away. This does not mean that the 
level of happiness or the possibility of 
a worthwhile occupation may not 
greatly increase in the near future. But 
such benefits in the future will, I im- 
agine, be increasingly dependent on the 
adequacy of the social organization. 
What impresses a European, even to 
this day, is not so much the wealth of 
this nation as the loose-jointed charac- 
ter of its organization. It is this “play” 
or freedom between the parts of the 
structure which seems to give such 
great opportunities to individuals for 
apparently accidental strokes of luck. 
Americans appear to the foreigner as a 
wildly generous people, giving away 
their time and their possessions with 
a warmhearted ease, never doubting 
that if the need arises some freak of 
fortune will enable them to find another 
source of wealth. It is this flow of seem- 
ingly unrelated opportunities which 
can hardly survive the closing of the 


frontier and the increasing pressure o 
population. In this sense unorganized 
opportunity has been failing in recep; 
decades, and with this failure has come 
the demand for a more elaborate socia| 
organization assisted by governmen: 
legislation. This, as it seems to me, js 
the basic explanation of the present 
political situation. 

I am not suggesting that these con- 
siderations were in the explicit thinking 
of the electorate. Obviously they were 
not. Large groups or societies show 
little capacity for evolving thought-out 
programs, but they do sometimes show 
an uncanny sense of direction. Perhaps 
it is that an election sums up a multi- 
tude of small pressures and urges, n 
one of which appears to be of great 
significance, but which collectively de- 
fine the needs of the time. At any rate 
a popular and sustained attitude has 
the character of an immediate unana- 
lyzed feeling; it is childishly uncritical 
of the means but it defines a need with 
unerring skill. It is a case of popu- 
lar wisdom being greater than its 
knowledge. 

So it is doubtful whether much long- 
time significance attaches to popular 
opinion of legislative measures. ‘These 
no doubt are of varying merit and time 
alone will show their real value. But 
the popularity of the present insistence 
on a greater measure of social organiza- 
tion, and on a greater social responsi- 
bility toward the individual, I do 
believe to be an inevitable outcome o! 
the nation’s industrial and social his- 
tory. Naturally the precise timing and 
details of the recent past were not de- 
termined by anything so general as the 
decay of social control which has ac- 
companied the rise of industry. There 
is nothing in this slow change to indi- 
cate that a depression would start with 
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| by a virtual collapse of the bank- 
rganizations in 1933. And equally 
ns taken by the Federal Gov- 
to meet these circumstances 
gely affected by the accident 
» second, but not the first, date 
led with the change in administra- 

1 of available personalities. 
Many of the measures passed, re- 
or under consideration since 
ive had as one of their objectives 
motion of recovery from the late 
ssion. This was not a permanent 
n and the importance of the 
ns taken is already fading into the 
t. Moreover, the weight of instruct- 
pinion seems to be that many of 
easures did not, in fact, accom- 
heir purpose of hastening the 


\nother intention of the present 
inistration has been to promote a 
re adequate economic and social 
- which shall be able to organ- 
tivities better in the future; 

as a part of this, society is to 
ne a greater responsibility for the 
ies and security of its members 
an has been the case in the immediate 
t. This, as I see it, is the message for 
h the country has been waiting 
which represents the trend of the 
nt industrial world. Even if we 
the rather drastic and probably 
assumption that every single 

so far proposed will fail in this 

se, it is still, I believe, true that 
the Federal and State Govern- 
will be forced to take an increas- 
ind in the life of the country for 
least another generation. I am not 
lish as to predict a continuing 

{ Democratic administrations; if 
tory of this and other countries 

e point, the political future of 
ited States will continue to show 
itual rotation of political admin- 
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istrations. But, with swings to and 
fro, the long-time trend of all parties 
will be toward an increasing participa- 
tion of government in the affairs of the 
people. The waves break and recede, 
but the tide of government activity is 
steadily rising. How long this will be 
true, we do not know; but clearly over 
the foreseeable future. 


Conclusion 


The foregoing conclusion appears to 
represent the weight of opinion among 
leading business men and, if this opin- 
ion is well founded, it follows that the 
best chance of a successful outcome is 
that these men should accept the trend 
of the times and throw their energies 
into making the cooperation between 
business and government a fruitful one. 
For unless government is assisted by 
its influential citizens, and those too 
with the greatest practical experi- 
ence, it will almost certainly be led in 
opposition to them with the most dis- 
astrous results. The functions of so- 
ciety, business, and government cannot 
be separated in practice; they all repre- 
sent related activities. And the most 
practical way of making sure that 
government is sensibly related to the 
social and business activities of the 
country is to secure an adequate leader- 
ship for these latter. 

I suggest that the present trend is a 
direct result of the neglect of social 
responsibility on the part of business 
itself during the last hundred years or 
more. This trend will continue until it 
is recognized that business is the out- 
standing activity of any industrial 
society, and that, over a period of time, 
the effective leadership of the one im- 
plies the simultaneous leadership of the 
other. If this were sufficiently prac- 
ticed, the vigorous direction and or- 
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ganization of trade and industry might 
assist rather than destroy the vitality, 
and so the capacity for self-regulation, 
of industrial communities. Fortunately 
the evidence of the past generation 
suggests that business is becoming in- 
creasingly aware of the necessity for a 
socially responsible business leadership. 


I end where I began, by restating my 
belief that the increasing participation 
of government in the activities of the 
country is no mere flash in the pan, and 
that it is not a local but a world-wide 
industrial phenomenon. Intelligent ac. 
tion may guide, but it cannot prevent, 
a vast evolutionary development. 








SOCIAL SECURITY IN FRANCE 
BY W. A. SOLLOHUB 


ITH the Social Security Act tion upon the economic life of the 
of 1935 stillintheearly stages country. 

of its application, it appears Like the American system, the French 
particularly interesting toanalyze § Assurances Sociales are based upon joint 
r efforts of other countries, inas- contributions from employers and em- 
problems which arose else- ployees; on the other hand, no pro- 
may well be duplicated in the vision is made for unemployment 
1 States. The importance of the _ benefits, and the scope of the law is 
ill be realized when it is re- limited to old-age pensions, illness, 
that the act imposed upon ~~ maternity, invalidity, and death. It is 
rican economy in1936aburdenof _ evident that its field is still extremely 
$800,000,000, and that by large even without unemployment. Un- 
is burden will have risen to like the Social Security Act of 1935, 
st $5,000,000,000. which imposes a graduated burden upon 
litional interest is given to the _ pay rolls, the French system immedi- 
n by the fact that a large num- __ ately imposed the full rate of contribu- 
of individuals subconsciously visu- tion. Another difference is the much 
> much desired security as the greater centralization of the French 
of the reserves established by system, which does not involve action 
Unfortunately the Biblical — by states. This distinction between the 
ire long past when a mere storing two systems, however, is more appar- 
istuffs for lean years was sufh- ent than real if the whole matter is con- 
lo supply its varied needs hu- sidered from the purely economic 

y today needs jobs. And jobs viewpoint. 
t be stored. Any attempt at home 
ad to solve the difficulty has 
only an economic but also a Social insurance was introduced in 
human interest. France on a really universal scale by 
e great majority of European the Law of April 5, 1928, which was 
es have had social security leg- later amended by the Law of April 30, 
ion of some kind for longer or 1930. At that time it was believed that 
rter periods. One of the first at- this was the crowning piece of work 
in this direction is apparently completing the entire edifice of French 
British Poor Law of 1601, in the _ social legislation. Its application never- 
f Queen Elizabeth; in 1933 social _ theless met with strong opposition cul- 
es cost the British community  minating in strikes and violent labor 
me £480,000,000, or about one-sev- _ disturbances in several industrial dis- 
th of the national income. But it is __tricts, particularly in the Northern 
rench case which appears to be Roubaix-Tourcoing region. Labor re- 
larly interesting to study, on sented the 4% tax imposed upon wages, 
of both its more recent intro- andtheimmediate hardship outweighed 
and its more abrupt imposi- _ inits eyes the possibility of future bene- 
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fits. Not only did the communists im- 
mediately seize upon this occasion to 
foment strikes by interpreting the new 
measure as being purely and simply a 
tax on pay rolls, but even the socialists 
joined the opposition! arguing with a 
certain degree of justification that the 
increased price of finished products re- 
sulted in an all-round higher cost of 
living, superimposed upon the reduction 
of salaries. To overcome these first dif- 
ficulties it took a serious warning to 
producers by the Minister of Com- 
merce? not to raise their prices more 
than strictly necessary, and the usual 
conciliatory effect of time and habit. 

It is of interest to note in connection 
with the early strikes that the textile 
consortium of Roubaix-Tourcoing of- 
fered to pay the employees’ share of 
the tax for all operatives employed for 
over one year. Strangely enough this 
proposal met with especially violent 
labor opposition in spite of its obvious 
justification by the greater skill and ex- 
perience of steadily employed workers, 
compensating employers for the sup- 
plementary charge which they offered 
to undertake. The efforts of M. Laval 
were at that time successful in bringing 
about a compromise solution. 

The law met, moreover, with much 
less spectacular but perhaps even 
greater difficulties from passive resist- 
ance. In 1933, for instance, it was not 
applied to some 3,470,000 workers, 
mostly operating for small concerns 
having not more than five employees.* 
Excessive bureaucracy, opposition of 
labor, and carelessness were principally 
blamed. Enterprises complying with 
the law were soon menaced by sharper 
1 Reoue Politique et Parlementaire, Paris, Oct. 10, 1930. 
2M. Flandin. 
3M. Bonvoisin, Director General of the Central 


Committee of Social Insurance at the 13th National 


Congress of Family Benefits and Social Insurance, 


competition from the non-observers 
These were later converted to a more 
conciliatory attitude by stricter contro} 
and penalties. 


Chief Provisions 

It is impossible within the limits of 
the present article to go to any great 
length in the technical description of 
French social insurance. An outline wil] 
have to suffice. The three principles of 
the existing legislation which have not 
been touched by any amendments of 
the original texts are the following: 

Social insurance is universal, com- 
pulsory, and contributory. The insured 
include all salaried employees earning 
not under 1,500 francs per annum and 
not over 15,000 francs per annum; the 
maximum is raised to 18,000 francs for 
residents of cities of Over 200,000 in- 
habitants, and by 2,000 francs for one 
child, 4,000 for two children, and 
reaches 25,000 for three. The scope of 
the law was widened in 1935‘ by ex- 
tending it to all persons gainfully em- 
ployed even if they did not draw fixed 
salaries and even if they owned all or 
part of their equipment, but providing 
their incomes were not in excess of the 
above limits. Artisans, taxi-drivers, 
traveling salesmen, and hotel and res- 
taurant waiters® were thus included in 
the social insurance scheme. Another 
decree® extended insurance to salaried 
agricultural workers with earnings rang- 
ing from 1,000 to 15,000 and 18,000 
francs’ annually. These limits, it may 
be observed, compare with top limits 
of $3,000 for old-age pensions under 
the Social Security Act; but the first 
$3,000 of every income is subject to tax, 
Paris, May, 1933. 
* Décret-Loi of October 30, 1935. 
§ Earning only tips. 
® Same date. 
7 According to districts. 
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1s in France persons whose in- 
re above the limits are entirely 
The American law also ex- 
sricultural and domestic labor 
tain other classes of citizens.® 
ther it is estimated® that 8,800,- 
ench citizens are covered by so- 
nsurance; of these over 7,000,000 
ntributing to the organization 
payments, and 5,500,000 effect 
payments regularly, in spite of 
ed economic conditions. There 
difficulty in obtaining exact 
as official statements often do 
tally, apparently because of in- 
ent bookkeeping. 
already mentioned, the following 
re covered by social insurance: 
\l\d-age pensions from the age of 
n condition the subject has made 
least 30 payments of 60 francs each 
r30 years. The pension is equivalent 
least 40% of the average annual 
y and is increased by 10% for each 
who remained in charge of the 
up to the age of sixteen. The 
im pension is fixed at 600 francs 
num. 
nd crews of U. S. vessels, employees of 
municipal governments, employees of 
ntific, and similar corporations not 
r the profit of private interests. 
M. Pierre Laval, Cabinet President, to the 
the Republic, dated October 30, 1936. 
ssard, Minister of Labor, estimates in 
the President of the Republic, dated 
at the total number of insured persons 


, as against 8,800,000 mentioned by 


, or a discrepancy of 10%. 
he form of either cash payments 
to districts and circumstances 
ily, or payments in kind through 
nt of 80% of medical expenses for 
licensed doctors, (b) reimbursement of 
harmaceutical expenses up to 25 francs and 
ints over. Free medical treatment is 
led for in some cases. Total cost of medical 


ring recent years was as follows: 


In Kind Total 
36,995,250 64,087 
43,404,149 69,563, 
48, 341,076 ) 


In Cash 
2) 92,055 
20 159,427 


20,766 403 
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2. All forms of illness and accidents 
are covered by social insurance, though 
accidents sustained in connection with 
professional duties are subject to spe- 
cial regulations." 

3. Maternity either of the subject 
or of the subject’s spouse results in an 
indemnity, in an amount fixed by the 
regional insurance organization. 

4. After having received illness bene- 
fits for six months, persons showing a 
loss of capacity of at least two-thirds 
are granted invalidity pensions. These 
are paid at the rate of 40% of the vic- 
tim’s salary, provided he was insured 
before the age of thirty.}? 

5. The nearest relative receives an 
indemnity equal to 20% of the victim’s 
salary or earnings of the last four quar- 
ters preceding death or the beginning 
of the fatal illness. Orphans receive an 
annual pension of 240 francs."® 

It will be observed that the French 

system does not cover unemployment. 
As the Social Security Act of 1935 in- 
cludes this risk, it is of interest to 
examine the reasons why a different 
attitude was adopted in France. In the 
The average annual expenditure (Journal Officiel of 
March 1, 1936) was Frs. 53.55. The average cost of 
one day of illness was Frs. 5.16 per insured person. 
13 ]f insurance started at a later age, the amount of 
the pension is reduced by }4o for each year comprised 
between 30 and the age when insurance originated. 
In no case can the pension be less than 1,000 francs 
per annum for persons insured for six years or over. At 
the age of 60 the invalidity pension is replaced by the 
normal! old-age pension. 


13 Apricultural Insurance. Since January 1, 1936, 
agricultural workers are also largely liable to social 
insurance. In their case premiums—to be paid one- 
half by employer and one-half by employee—are the 
following: 
Labor on Basis 

imployment (in francs) 
Monthly Yearly 
Children under 16 0.60 12 144 
Women 0.80 16 192 
Men 2 240 


———————— 


These payments entitle agricultural laborers to illness 


and maternity benefits and small pensions. 
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first place, the total number of regis- 
tered unemployed never reached a per- 
centage comparable to that of the 
United States, Germany, or England, 
owing to a lower degree of industrializa- 
tion. The War left France with an 
actual shortage of labor, constantly 
remedied by immigration from Central 
and Eastern Europe, as well as from 
Italy; whereas in 1850 there were only 
300,000 foreign workers in France, in 
1930 their number had risen to about 
3,000,000. It was believed, therefore, 
that a limitation of the influx would 
always quickly correct any excess that 
might exist on the labor market. Ex- 
perience proved this to be correct dur- 
ing two minor depressions in 1920 and 
1927.'4 Extremely stringent regulations 
concerning employment of foreigners 
issued during the present depression 
were, however, not sufficient to coun- 
teract its effects upon labor even though 
they have had a largely corrective in- 
fluence; it is quite possible that this 
experience has somewhat reduced the 
weight of the above argument and that 
some stronger agitation for unemploy- 
ment insurance may be forthcoming if 
conditions do not improve. Finally, the 
opinion was widely held that unem- 
ployment is not an insurable risk and 
that insurance would immediately re- 
sult in an increase of registered unem- 


4 Paul Pic, Reoue Politique et Parlementaire, Paris, 
March 10, 1930. 

18 At the time when social insurance legislation was 
passed in France (1928-1930), it was pointed out that 
the cost of British social services had risen from 63 
million pounds in 1911 to 350 million pounds in 1926, 
or to 40 billion francs—approximately the amount 
of the entire French budget; that each unemployed 
cost the British Treasury £80 (gold) per annum, or 
10,000 francs. With regard to Germany, it was 
pointed out that the unemployment insurance law 
of July 16, 1929, completely failed to establish a 
financially autonomous insurance as it was planned to 
achieve and that the dole had to be maintained. 
16The Social Security Act of 1935 establishes the 
following schedules of contributions: 


ployed; it was considered illogical and 
unequitable to guarantee to a non- 
worker a standard of living approaching 
that of a working man. The enormoy; 
financial burden which had to be borne 
by Great Britain and Germany also 
played an important part as a deterrent 
to similar experiments.” 


Contributions to the Social Securit 
Funds 


It is not hard to imagine that 
the services just enumerated neces- 
sitate enormous resources and a highly 
complex administrative organization, 
Funds are supplied by three sources: 
contributions of the State, the em- 
ployees, and the employers. The latter 
alone are responsible for the collection 
of both their own contributions and 
those of their employees, totaling 8% 
on the pay roll.'* In view of the crisis, 
however, it has been found advisable 
to reduce this burden to 7%, or 3.5% 
for each of the contributing parties for 
1936. In the case of employees working 
simultaneously for several employers, 
their salaries are subject to payments 
in each case within the previously 
specified limits. Employees of over 60 
years of age are exempt from contribu- 
tions, though not their employers; the 
contributions of the latter on their 
behalf are used toward the operating 


O.p-AcE PENSIONS 


On Employer On Employee 
Years Payroll Salary 
1937-39 1 % 1% 
1940-42 5 1.5 
1943-45 2 2 
1946-48 2.5 2.5 
1949 and after 3 3 


UNEMPLOYMENT INSURANCE 


Years Tax on Employer Payroll 
1936 1% 
1937 : 
1938 and after 3 


The Federal Act makes no provision for employee 
contributions to unemployment insurance. Since it 
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f the system. Payments are 
juarterly by the employers both 
wn behalf and on that of their 
ees. The collection of funds is 
facilitated by the use of the 
e as a collecting agent, per- 
»ayments to be effected with 
eatest possible ease. 
ntribution made by the State 
to 140,000,000 francs annually, 
been reduced to that figure 
- previous level of 540,000,000 
Any deficiency is to be made 
the general budget, but the 
) paid out is limited by certain 


ns. 


tration 
re examining the financial as- 
f this heavy burden imposed 
economic activity in France, a 
y words must be said about the or- 
zation which is entrusted with the 
inistration of the social insurance 
tem. Incidentally, this will not only 
) to gain a clearer idea of the eco- 
problems raised, but should also 
interest to all those concerned 
either the application or study 
Federal act and state acts in 
The organizations in closest 
with the general public are 
into two groups according to 


‘functions: 


aisses de Répartition, or Distribu- 
Funds, based on the pooling 
cover illness and maternity 
These organizations, official in 

r functions, are due to the initiative 
rivate interests and their adminis- 
is largely private. It may be 
realized only through state action, it is a matter 
’ deciding whether or not employee con- 

» be demanded. Of the first ten state 

y six cases include employee con- 

in none of these six cases did it equal 

er rate. When old-age pension rates take 
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supposed that a large proportion of 
these funds were existent prior to the 
introduction of compulsory social in- 
surance. Their founders were usually 
mutual insurance associations, trade 
unions, and industrial syndicates. In no 
case can founders and directors receive 
any salary or compensation, only the 
services of managers and employees 
being subject to remuneration. 


b. Caisses de Capitalisation, or Reserve 
Funds, cover old-age pensions, death, 
and also invalidity pensions if the fund 
has over 50,000 members. At the end 
of 1934 there were 78 such funds in 
operation.”® 

There are fifteen 
serving as a reinsurance organization 
for the various funds operating in their 
territory, and acting as paying agents 
for invalid pensions; they are further 
destined to take within the limits of 
their means all necessary steps of public 
sanitation, such as the building of hos- 
pitals or dispensaries. They are man- 
aged by representatives of the various 
member funds under due supervision of 
higher authorities. During 1934 pri- 
mary funds spent over 43,000,000 
francs in capital goods of such kind. 


regional unions 


Over and above these various pri- 
mary bodies is the Caisse Générale de 
Garantie, which not only exercises a 
certain administrative and financial 
control over the lower members of the 
structure, but also administers the fol- 
lowing essential funds: 

1. Fond de Majoration et de Solidar- 
ité, or special complementary fund, 
from which disbursements are made 
to enable the primary bodies to pay 
their full effect it is apparent that total burden on 
pay rolls will be 9% or over. 


17 Decree of October 28, 1935. 
18 Report of L. O. Frossard, Minister of Labor, March 


I, 1936. 
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old-age pensions according to the mini- 
mum rates stipulated by law. Resources 
at the disposal of this account include 
the annual state contribution of 140,- 
000,000 francs. 

2. Fond de Garantie, or guaranty 
fund, destined to come to the aid of 
primary funds in difficulty and to pre- 
vent the insolvency of weak organiza- 
tions. Its resources are constituted by 
a levy on the primary organizations, an 
original donation, and the revenue 
therefrom. A special levy on the pri- 
mary organizations is to be made if the 
resources of this fund should at any 
time fall below 200,000,000 francs. 

Finally, the supreme authority of 
the entire set-up is the Ministry of 
Labor through the Direction Générale 
des Assurances Sociales, though the 
Ministry of Finance participates in 
the control of the Caisse Générale de 
Garantie. 

A permanent staff of over 7,000 per- 
sons is necessary to operate this system. 
To this must be added some 35,000 
local agents with various functions 
either for the operation of the law or 
for control; some 6,000 of these are 
volunteers and receive no compensa- 
tion. From these figures’® it may be 
concluded that about 36,000 people 
are entirely or partially dependent on 
social insurance for their livelihood, or 
about one person for every 225 insured. 
Control of employers through social 
insurance inspectors resulted in 1934 
in the collection of over 67,774,000 
francs, most of which would not have 
9 [bid. 

It is interesting to note the number of lawsuits 
authorized by the Ministry of Labor in connection 


with non-payment of social insurance premiums: 
Year Lawsuits Authorized 
1930-31 143 
1932 1,175 
1933 2,453 


1934 3,205 


otherwise been paid, or an average of 
about 400,000 francs per inspector.” 
An item of interest is the amount of 
expenditure which the operating of the 
system involves. The various fund; 
are permitted to cover their expenses 
directly from receipts; today expenses 
are not to exceed 5% of the premiums 
collected, against 3.5% previously 
found to be insufficient. It is note. 
worthy that average expenditure jn 
1932, for instance, was only 1.55% of 
premiums received—with two-thirds 
of the field organizations closing the 
year in the red.”! But in the opinion 
of the bodies in charge of social insur- 
ance a maximum of 5% is still insufh- 
cient to operate the system properly 
and a demand has been made to raise 
the limit to 6%.?? Expenses of the 
Caisses de Répartition amounted to 
about 85,000,000 francs. For the first 
four years of the operations expenses 
amounted to 400,000,000, as will be 
seen from a report by M. Laval quoted 
on page 289. This would amount to 
about 2.2% of total resources collected 
during that period, but 7% of benefits 
distributed. It would seem, therefore, 
that the estimate of 1.55% is somewhat 
optimistic and that actual average er- 
penses were considerably higher. 


Financial Aspects 

It is now time to examine the finan- 
cial aspects of the social insurance sys- 
tem in France, the movement of funds 
created thereby, the use to which they 
are put, and the long-term conse- 


21'Total expenditure from date of origin to en 
1932 was 157,358,000 francs, whereas premiums 
amounted to 8,145,264,664 francs; similar expenditure 
in Germany was stated to be about 7% of premiums 
but no comparison was made as to services render 
(Congress of Social Insurance Funds, Octo! 
19-21, 1934). 

22 Congress of Social Insurance Funds, Resolution 
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of these phenomena. This 
| prove to be of particular inter- 
nasmuch as it is reasonable to 
that the financial character- 
f the U. S. Social Security Act 
1935 will show considerable simi- 
ity with what it is possible to observe 
rance. This similarity may be ex- 
ted, not on account of any economic 
‘| between the two countries, but 
use of the human factor which 
letermines fairly similar reactions to 
milar causes and decides the handling 
f such matters as “‘reserves,” “‘insur- 
e,” and “‘investments.” The impor- 
e of the sums involved makes the 
n particularly attractive. From 
1934 social insurance imposed 
owing toll** on the nation: 


Frs. 7, 300,000,000 
7,600 , 000 , O00 
2, 500,000,000 


Frs. 17, 400,000,000 


impressive total was distributed 
llowing manner: 


y, and 
fits Frs. 4,000, 
nd Old-Age 
, COO , OOO 
Expenses , 000 , 000 
, 000 , 00074 


, 400 , O00 , C00 


Burden Imposed. It is clear that such 
umulation of funds imposed a 
lerable burden upon French econ- 
much in the same way that a 


increase of taxation would 


f M. Pierre Laval, Cabinet President, to 
t of the Republic, October 30, 1936. 
even billion francs represented assets of the 


rance bodies: 


have done, and also much in the same 
way that the Social Security Act of 
1935 will affect American economy.* 
There is scarcely any possibility of cal- 
culating the exact burden upon costs 
of production resulting from the cumu- 
lative tax of 8% upon salaries through 
all the stages of production from raw 
materials to finished products. In- 
creased costs at this or that stage of 
the process may do more than merely 
increase the costs of further stages, as 
they may also disrupt previously exist- 
ing competitive situations. 

According to some of the favorable 
estimates the average increase in the 
French price level caused by the intro- 
duction of social insurance was about 


3 %.*® Adversaries of the system, on the 


other hand, have compiled estimates 
leading to figures of up to 30%. Results 
apparently vary with the preponder- 
ance given in the calculations to one 
industry or another, inasmuch as the 
incidence of the burden is probably 
quite as irregular in France as it will 
be in America, where the burden on 
textbooks, for instance, will be infi- 
nitely greater than on cigarettes. Even 
such partisans of the system as M. Jac- 
quier, former Minister of Labor, state 
that the heavy sacrifices imposed upon 
the country are not fully compensated 
by social and economic advantages.” 


Annual collections ran as follows: 


1930 ,496,000,000 1933 

1931 ,562,000,000 1934 

1932 , 261,000, 000 

The smaller figure for 1934, first decline sinc 
origin, was due to depression. 

25 For detailed figures refer to the Guaranty Suroey, 
March 30, 1936, published by the Guaranty Trust 
Company of New York, and to a small pamphlet 
published by the Wall Street Journal. 

26M. Landry, Budget Reporter to Chamber Finance 
Commission. 

™ Regue Politique et Parlementaire, Dece mber, 1935. 
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A source of considerable anxiety is 
the apparent impossibility of estimat- 
ing the maximum burden of old-age 
pensions when the law will be in full 
operation, as the span of human life 
appears to be increasing. In France it 
is estimated that the burden will reach 
about 3,000,000,000 francs by 1964. 
In Germany, after 45 years of old-age 
insurance, stabilization has not yet 
been reached; the number of benefi- 


bering over 30,000. The surplus mus; 
be paid over daily at the close of busi. 
ness into one of the three accounts 
which the Catsses are permitted t 
have: Bank of France, Post Office 
checking account, and Catsse des Dj. 
pots et Consignations. No private bank 
accounts are tolerated. The Bank of 
France account is little used, while 
the Post Office account is used more 
extensively but is very costly. The 
main banker and clearing agent of the 
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ciaries increased from 1,102,000 in 1913 ve 
te 2,277,500 in 1930, and is still pro- whole system is the Caisse des Dépit; tion, b 
gressing. No wonder actuarial research et Consignations, a government depart- scribed 
undertaken by the French authorities ment acting as depository for certain Ther 
in 1935 resulted in the conclusion that funds, such as savings banks, fortunes leta 
a tax of less than 8% would be unprac- of minors in trust, etc. All funds col- hese V 
tical and would probably have to be lected from business or received from ally 
increased.” Evolution of old-age retire- the State in the form of grants thus Dévots 
ment problems over the longer term almost immediately return to govern- tion: 
therefore presents the alternative of ment tellers, either through the Post most i! 
‘ either raising the age of retirement or Office or the Caisse des Dépots et Con- But it 
increasing taxation, equivalent to an  signations, though they still remain e Fr 
increase of indebtedness for every in- property of the various insurance combit 
dividual and corporation. Under cer- __ bodies. system 
tain circumstances this may lead to a insurar 
generally lower standard of living. Investment of Funds. How are social is clea 
insurance funds invested? It is hardly primar 
Movement of Funds Collected. Theoret- necessary to point out that this is the coverir 
ically resources of the various primary crux of the entire problem. The law” Catsses 
funds obtained from the employer-em- __ prescribes that “‘free funds of primary 
ployee contributions are applied tothe _ social insurance organizations be 1n- — 





various risks covered.® But of greater 
interest is the actual movement of 
funds collected. Funds that may be 
retained by the primary insurance 
bodies are very strictly limited and 
range from one franc per member for 
organizations with less than 10,000 
members, to 0.30 franc for funds num- 
% Social Insurance Congress, 1934. 

2” Mr. M. A. Linton, President of the Provident Life 
Insurance Company, Philadelphia, has pointed out 
that to provide pensions such as proposed to all 
workers at present above the age of 20 would require 
a contribution level from the start in excess of 84% 
of pay roll, against a rate starting at 2% in 1937 and 
rising to 6% in 1949 and after (Wall Street Journal, 
March 3, 1936). 


vested according to the nature and 
importance of risks covered by each of 
them.” Authorized investments are 
limited to all forms of official domestic 
and colonial bonds, as well as to other 
bonds accepted by the Bank of France 
as collateral for loans. Up to 15% ol 
investments may be made in real estate 


% Illness and Maternity 3.5% 
Invalidity Pensions 0.5 
Old Age 4.¢ 

Total 8 


By exception, 1936 schedules provided 3.5% for illness 
and maternity and 3.5% for old age, representing 4 
total of 7%. 

31 Law of October 28, 1935. 
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rm of either purchases or mort- 
m its total resources each 
ist contribute 5% to the 
Générale de Garantie and 20% 
Reinsurance Union to which it 
ted; from the balance, 35% 
special reserve account. Of 
funds, one-half is invested 
Dy the Catsse des Dé pots et Con- 
while the other half is in- 
y it according to indications 
from the primary organiza- 
strictly within the limits pre- 

r investments. 
is no necessity of examining 
the investments made under 
rious accounts, as all funds are 
oncentrated in the Caisse des 
Consignations, and from the 
viewpoint this is really the 
portant aspect of the question. 
essential to remember that 
system is theoretically a 
tion of the “‘ pay-as-you-go” 
of insurance, and of pension 
e based on capitalization. This 
y indicated by the division of 
y organizations into two classes, 
ring different risks, of which the 
de Répartition are broadly of 

TABLE I 
INVESTMENTS, CAISSES DE CAPITALISATION 
Per- 
cent- 

Amount 


Frs. - 167, 0 
Bodies, 


Rail- 


Fre. 4, 305,000, 000 IC 
ir a heavy deficit every year which i 


e government. 


sard, Minister of Labor, Report to th 


e Republic, March 1, 1936. 


the “‘pay-as-you-go”” type, while the 
Cais de Capitalisation are of the 
second type. The figures of one ac- 
count, the capitalization account of 
the second type of fund, are sufficient 
as an illustration (Table I). They repre- 
sent total investments from their ori- 
gin to the end of 1934.*? 

From the above it is clear that much 
the greater part of investments is made 
in government securities. Another char- 
acteristic table is given by the invest- 
ments of the Caisse Générale de Garantie 
at the end of 1933.** 

TABLE II 
INVESTMENTS OF THE CaisSE GENERALE DE GARANTIE, 
1933 

Investments Amount Percentage 
Securities Frs. 1,183,005, 76.6 
Mortgages 48,850, 0 
Loans to Public Bodies 271,931,065 
Real Estate 19,114,094 ) 

What do the above indications of the 
distribution of social insurance funds 
really mean? They mean primarily that 
all the funds collected by the social 
insurance go to the same melting pot 
as other government revenue derived 
from taxation or miscellaneous sources. 
Payments made by employees and 
employers to social insurance funds 
are almost entirely transferred by them 
to the Caisse des Dépots et Consigna- 
tions, even though remaining under 
various separate accounts. The latter 
exchanges them for government securi- 
ties. In other words, it delivers to the 
government for general use the cash 
and credits collected and replaces them 
with certificates of indebtedness which 
henceforth figure as assets under the 
various social insurance reserve and 
investment accounts. 

There is no need to insist upon the 
fact that this process results in the 
accumulation of “assets” by the social 


33 Paul Jacquier, Minister of Labor, Report to Presi- 


dent of the Republic, March 12, 1935. No such figures 
were published in the 1936 report. 
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insurance body, but that it in no way 
increases the assets or reserves of the 
nation, as there is no actual creation of 
wealth except to the point to which 
government services and functions are 
strictly necessary to permit the crea- 
tion of wealth by private interest. 
‘There is every reason to believe that 
the eleven thousand millions of francs 
drained in five years by social security 
legislation from French economy have 
not only failed to contribute to the 
creation of an amount of wealth so 
impressive that they could be sub- 
tracted from it as overhead expenses 
incidental to its creation, but that the 
total wealth actually created by these 
“‘reserves”’ has fallen far short of their 
nominal figure. This also means that 
there are in the minds of the lay public 
and in the minds of a number of persons 
closely concerned with the matter two 
misconceptions which may eventually 
lead to an extremely serious situation: 


a. With regard to the nature of the social 
insurance system. This is described as 
being a combination of the principles 
of capitalization and pay-as-you-go. 
From the bookkeeping viewpoint of 
the insurance interest this may be a 
correct description, but when viewed 
from a national angle it becomes im- 
mediately apparent that the invest- 
ment of much the greater amount of 
resources in government securities is 
tantamount to use of these funds by 
the government for its current needs. 
Capitalization of investment by the 
Caisses depends on interest upon the 
government securities they hold, and 
the payment of such interest in turn 
depends on current yield of general 
direct and indirect taxation. From the 


$4 Obviously, this refers only to the capitalization end 


of social insurance as there is no misunderstanding 


about the organizations frankly meant to be on the 
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national point of view there is, there. 
fore, no capitalization at all, but only 
a pay-as-you-go system which yi 
every year demand increasing taxatioy 
in proportion to increasing “invest. 
ments” by the social insurance body 
and increasing interest requirement oy 
their part. 


b. With regard to the nature of reserg; 
in general. From the viewpoint of the 
individual, as well as from that of the 
social insurance body which has auto 
matically adopted the personal point 
of view, investments in government 
securities are definitely both an invest- 
ment and a reserve. From a national 
angle they are unfortunately in no way 
a reserve and certainly not an invest- 
ment. They are a liability, except to the 
extent to which wealth is being directly 
created by their accumulation or t 
which the creation of wealth is condi- 
tional upon this particular government 
function which they serve to maintain. 
Unfortunately again this is scarcely 
the case, as there is no indication that 
the burden imposed upon national 
economy is put to a specific productive 
use.*4 Since June 1, 1934,*° three-fourths 
of the resources of the Caisses de Capi- 
talisation have been paid over to a joint 
working fund. This fund has permitted 
the estabishment of a public works 
program destined to relieve unemploy- 
ment until 1940 and to absorb some 
10,000,000,000 francs of the 11,200; 
000,000 francs previously mentioned 
as being the present surplus of the 
insurance structure. The author is no! 
concerned here with the wisdom of re- 
lieving unemployment by the executio! 
of public works, or with the obvious 
necessity for the government to takt 
pay-as-you-go basis. 

36 Decree of May 15, 1934. 
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here. re of the unemployed and indigent. 
loes appear to be unsound 
to sink into unproductive 
such as highways, parks, etc., 
inds representing reserves in the 
Dod} minds of millions of individuals and 
ling to social insurance book en- 
[hey are really meant to be na- 
reserves, and interest on them 
w have to be met by revenue 
her sources; that is, by further 
:xation on general business which has 
Ulo- ipplied the fund and will sooner or 
| be taxed to pay itself the inter- 
the fund it has built up by its 
tion. 


the complicated aspects of 
peration are set aside, social in- 
in France, as in most other 

, boils down to the shifting of 

sks from the individual to the 
nity and the imposition of a 
ponding burden upon the produc- 
ction of said community. It is not 
iman principle involved that rep- 
na ents a real danger, but the basic 
nderstanding of it that exists in 
inds. After all, it is but a further 

step of human evolution, as 
lividual becomes absorbed more 

y into the social body by becom- 
berated of certain dangers, but 
rificing at the same time some of 
independence. The process in itself 

ld as our civilization. In other 
words, the community assumes the 
ibility for saving, or at least 

the total savings, but at the 

me it makes saving more difh- 

ior the individual. It is not the 

's intention to give an opinion 
shifting of responsibilities, but 

out the danger of entrusting 
ofhcials with a social function 
argely automatic through the 


Once all 
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medium of individual saving and in- 
vestment. The examples of invest- 
ing national savings mentioned above 
would seem to justify the gravest ap- 
prehension as to the wisdom of some 
of the features of the present situation 
in France, which may so easily be du- 
plicated elsewhere. 

It must be understood that in the 
long run security through accumulation 
of reserves must mean accumulation of 
wealth if it is to be more than a mere 
bookkeeping entry in government ac- 
count. It is only when wealth is ac- 
cumulated, that is to say, created to 
an extent roughly corresponding to 
the burden imposed upon general ac- 
tivity, that security becomes a reality 
to a certain degree independent of the 
balancing of ordinary government bud- 
gets. The defect of the French system 
is its failure to create wealth and to 
enrich the nation. 

Perhaps it is instructive to compare 
the social insurance investments ana- 
lyzed above with investments of pri- 
vate insurance companies at the close 
of 1934. Table III contains figures 
covering institutions which may not 
be strictly comparable. Actuarial prob- 
lems may and probably do differ some- 
what for both types. But the essential 
observation to make is the obviously 
higher “‘ productiveness”’ of the private 
investment than of the social insurance 
funds. Real estate and mortgages ac- 
count for 24.2% against 4.5% and 
5-7%, miscellaneous securities for 
16.5% against nil, etc. 

Possibly this is an indication of the 
direction social insurance should follow. 
Social security reserves should not be 
only a constantly growing prior lien 
on the sum-total of a nation’s wealth. 
It would be infinitely preferable for 
these reserves to take the form either 
of additional wealth set aside by the 
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TABLE III 


INvestMeNTS oF Soctat Insurance Funps anp Tuose oF Private Insurance Companies, 1934 


Investments 


rnment Securities 


ment Guaranty Securities 


Loans t 

Real Estate 

Mortgages 

Loans to Building Societies 
Miscellaneous French Securities 
Miscellaneous Foreign Securities 
Miscellaneous 


* La semaine des Assurances, ting end 1934 figures. 


Paris, 1935, qu 
t These are end 1933 fig 


from year to year 


nation for a specific purpose, or at least 
of a prior lien on such additional wealth 
as they have contributed to create. A com- 
plete realization of such a purpose may 
not be possible, as difficulties will arise 
in the process which space does not 
permit us to analyze. But this con- 
sideration should not prevent all possi- 
ble efforts from being made toward the 
attainment of some real independence 
for the social security system instead 
of the mere maintenance of a fictitious 
distinction between itself and the gen- 
eral liabilities and income of the gov- 
ernment, as exists in France at present. 
It is to be feared that complete govern- 
ment control will always lead to more 
or less identical consequences, as it 
should always prove too great a temp- 
tation for the authorities not to use the 
accumulated funds and steady income 


for general purposes. And when this 


happens “‘capitalization”’ becomes a 
myth and from the national viewpoint 
the entire system becomes nothing but 
a “pay-as-you-go” institution. Though 
this method has merits in some cases, 
it has been clearly recognized, both in 
France and in the United States, as not 
sufficient by itself since it imposes only 
a slight burden in the beginning but 
later causes the burden to grow to 
excessive proportions. This is why both 


All Private Life Caisse 
Insurance Companies  Caisses de 
Operating in France* Capitalisation 


ee 


Generale de 
Garantie+ 
11.60% 

41.05 
65% 
80 
20 
.0O 


40 
10 
85 


gures. The discrepancy is of no great importance as the percentage distribution of investments does not vary greatly 


the French and the American systems 
call also for capitalization by the crea- 
tion of reserves. It is, therefore, essential 
that these be reserves in fact tangible, 
i.e., wealth, and not only compensated 
entries on a nation’s balance sheet. 
Possibly a step in an interesting 
direction would be a system prohibit- 
ing the investment of more than a 
certain portion of the “reserves” in 
government bonds and leaving opera- 
tion of the enterprise to private indi- 
viduals under government control. It 
may be that in this way a better guar- 
anty of the most economic use of the 
collected funds would be created, as 
investments would be made in en- 
terprises offering a reasonable yield 
combined with safety. Yield is the 
touchstone of economic justification, 
and the creation of assets offering it 
is a self-liquidating investment bene- 
ficial to the entire community. Though 
all this is largely a matter of degree, it 
seems reasonable to expect that such 
a system would lead to better result: 
than could be attained by leaving mat- 
ters exclusively to the discretion 
officials, as it would remove some of t 
political factors inevitably influencing 
government spending and should help 
to draw investments there where they 
are most needed by the community. 








rant 

0% FF OVERNMENT corporations, 
6 that is, corporations engaged 
in economic activities and con- 


lled by political authorities either 

ugh ownership of their stock or in 

me other way, are not a product of 

the modern world. Such bodies have 

ai existed for centuries. But during the 
last seventy-five years they have in- 


— reased in importance and have at- 
hostess tracted steadily greater public attention 
“ng in country after country—Australia, 
; Germany, England, South Africa, and 
ie : the United States. Numerous causes 
om have contributed to this development: 
ieee the rise of the business corporation to 
a ; current dominant position among 
“i rms of economic organization, the 
a need—characteristic of society today— 
‘i "i r government policies to be adminis- ° 
' Tt tered by mechanisms more flexible than 
ities the traditional department or bureau, 


| the dissatisfaction of the body politic 
aa with the way in which private corpora- 
tions have conducted certain economic 
functions, have all contributed. At the 
present time government corporations 
are engaged in many kinds of economic 
activity, in “‘developmental”’ works, in 
financial undertakings of all sorts, in 
transportation and other “utility” 


oO if 


en- 
terprises, even in certain of the manu- 
turing and extractive industries. 


ilts rhe ission here is intended to apply primarily 
t orations whose policies are controlled 
the government, whether by stock owner- 
some other means. The special problems of 
ed corporations,” bodies in which the “‘equity 
t”’ and voting control are divided between 
and private persons, are omitted. Likewise 
, whether single persons or groups of 
which are essentially government bureaus, 
of and a semi- 


1éif t iwencies 


possessed legal powers 





THE GOVERNMENT CORPORATION AS AN ECONOMIC 
INSTITUTION 


BY CHARLES C. ABBOTT 


The implications contained in this 
growth of government corporations are 
not entirely clear. The place of “‘ govern- 
ment,” of political authority, in the 
modern world, and the position of the 
business corporation, on the whole are 
well established and well understood. 
The powers, functions, and methods of 
action of each have been the subject of 
much study by economists and political 
theorists. But government corporations 
have not been analyzed to the same 
degree, perhaps because in spite of their 
antiquity they have not till recently 
been common. 


Comparison of Government and Private 
Business Corporations 


From the legal and economic view- 
points the government corporation 
resembles, in certain respects, the pri- 
vate business corporation. Like it, the 
government body is created to fur- 
ther particular purposes; and to both 
forms of organization the state grants 
a charter which sets forth these pur- 
poses and which gives the entity special 
legal powers, such as the right to hold 
property, borrow money, and sue and 
be sued. As an economic organism the 
government corporation performs many 
of the same functions as does its private 
counterpart. It buys raw materials, 
autonomous existence, such as the Agricultural 
Adjustment Administration and the Civilian Con- 
servation Corps, are not of immediate concern; nor 
are those other agencies and persons considered, save 
by implication, which have little legal existence 
separate from the government but which hold the 
stock or otherwise control actual corporate bodies, 


such as the Farm Credit Administration and the 
Federal Home Loan Bank Board. 
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hires labor, pays wages, produces and 
sells goods and services. It serves as 
a link in what the economist calls 
the “economic process.”’ Furthermore, 
many of the vices and abuses of private 
business corporations—such as over- 
expansion, the creation of excess ca- 
pacity, the (economically) improper 
allocation of resources, the suppression 
of technical improvements, the waste 
of inefhcient operation—have often in- 
fected government enterprises. Yet in 
spite of common characteristics, the 
similarity of the government and the 
private business corporation is dis- 
tinctly limited. 

Underlying all legal theories of the 
corporation—save in the case of the 
“corporation sole’’—is the thesis that 
corporations are composed of groups of 
persons who because of mutual interests 
have voluntarily associated themselves 
in order that, as a unit, they may pur- 
sue a common end. In the case of pri- 
vate business corporations this common 
goal is generally profit, and it is sought 
in the directions designated in and 
under the limitations set forth in the 
corporate charter. These fundamental 
elements—the group of persons with 
mutual interests, their voluntary com- 
bination, their common search for gain 
—cannot readily be discovered in the 
government corporation. 

Save, perhaps, in the case of the 
‘mixed corporation,” it is impossible 
to find in the government corporation 
a group of persons who have associated 
themselves in order to further their 
common interests. Although it may be 
urged that all members of the state are 
in some way members of a government 
corporation, this argument carries little 
conviction. Likewise, it is impossible to 
find that “‘voluntary element,” upon 
which Anglo-American law has at times 
laid so much stress, cementing the 


‘ 
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officers and employees of a govern. 
ment corporation, unless an entirely 
new meaning be read into the term 
“voluntary.” 

Nor is the purpose of the government 
corporation “profit.”” In democratic 
states, if not in others, we are told tha 
the aim of the government should be 
and ultimately must be the promotion 
of the public interest, not the acquisi- 
tion of gain at the expense of its citi 
zens. This purpose of the government 
may legitimately be supposed to be the 
purpose of government corporations, 
and even in those cases where a govern- 
ment corporation covers or attempts t 
cover its costs it can hardly be thought 
of as seeking to “‘maximize its profits” 
in the way the economist assumes the 
business man tries to do. Yet this 
dictum of the public interest leaves 
unanswered most if not all of the practi- 
cal questions concerned with the proper 
form of government corporations and 
the practices it is desirable for them t 
follow. It gives no clue as to whether 
the government corporation should be 
confined to the “economic deserts,” 
those areas which have not been oc- 
cupied by private economic organiza- 
tions, or whether the functions of 
government corporations may legiti- 
mately be extended to include those 
activities which private firms carry 
on, but carry on unsatisfactorily. It 
neither supports nor challenges the 
view that the government corporation 
is extremely serviceable as a measure 
of the efficiency of private bodies, that 
government competition is, like other 
competition, ‘“‘the life of trade,” and 
that government competition is of use 
both as a spur to private initiative and 
as a “yardstick” of the accomplish- 
ment of such activity. 

Above all, this purpose of the publi 


interest does not even suggest af 
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nswer to the question of whether 
ernment corporations shall be eco- 
nomically “self-supporting” or whether 
bey shall not, whether they shall cover 
‘r costs or whether they shall be 
more than spending agencies 
receive, as it were inadvertently, 
some income for the services they per- 
form. Yet this issue must be faced in 
the case of every government enter- 
orise. History affords many examples 
of state undertakings that have been 
fnanced by subsidies. No external, 
bjiective forces can be found which 
compel a particular government under- 
1king to show a profit. And finally, it 
is this freedom from the stern dictates 
profit and loss which primarily 
distinguishes the government corpora- 
ion from its private cousin, which 
pens to it vast possibilities that are 
ed to the private body, and which 
gives it a range of discretion, a liberty 
f action, not possessed by any of the 
realm of private finance save the 
Kreugers and the Hatrys. 
In view of these considerations, what 
n be said of the nature of the govern- 
ment corporation and the rules of ac- 
tion to which it must conform? If it is 
1 group of persons bound together 
y acommunity of interest, what is its 
isis? Is it, like other kinds of corpora- 
ions, a “legal fiction,” and is it sepa- 
rate from the government in the same 
that the business corporation is 
stinct from its stockholders and 
rectors? Or is the government still 


the government even when disguised 
as a corporation? 


Moreover, if the government cor- 
ration is not compelled to make a 
fit, are there other objective criteria 
which it must conform? Will its 
rd and prospects be subjected to 


cisinterested appraisals, as are those of 
Private corporations in the securities 
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markets? Or need it meet only those 
standards of competence subjectively 
determined for it from time to time by 
the electorate and by political officers? 
If this is the case, are there possible 
bases for such standards, other than 
the passing whims of public fancy? 
Finally, in the absence of shares of 
stock and stockholders—or even in 
those cases where shares exist and are 
held by some executive branch of 
the government—what mechanisms of 
“social control” are to replace stock- 
holders’ suits for fraud, malfeasance, 
negligence, ultra vires, and the other 
abuses of the corporate form? Or may 
we assume that government organiza- 
tions are, through state intervention, in 
some way inoculated against these 
toxins common to private bodies? 


The Legal Position of the Government 
Corporation 


If in the case of the government cor- 
poration the “fiction of the corporate 
veil”’ is looked through, as has some- 
times been necessary in the case of its 
private counterpart in order to discover 
its real nature, this organism stands 
forth simply as a branch of the govern- 
ment which has been differentiated 
from the state in certain legal respects. 
Whether created by statute or simply 
by executive order, its origin is similar 
to that of any government bureau in 
the sense that it is the state which takes 
the initiative and decrees that such an 
entity shall exist. Likewise the directors 
or trustees of such an organization, 
whether they achieve their position by 
appointment, as members of the ad- 
ministration who are ex-officio directors 
of the body, or by coodptation, are 
analogous to the heads of government 
departments; for they are always in 
some measure under the control of the 
sovereign power, never entirely inde- 
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pendent. Yet notwithstanding such 
intimate relationships, the government 
corporation by the fact of incorpora- 
tion, by the possession of its own char- 
ter, acquires a legal existence separate 
from that of the state, distinct from 
that of its creator. 

Set forth in its charter are its pur- 
poses and privileges, its powers and 
limitations. It is created to perform 
certain acts, and is permitted in its own 
name to hold land, to buy and sell 
goods and chattels, to make contracts, 
to sue and be sued. Yet, and here is the 
crux of the matter, does it in fact 
possess these perquisites absolutely 
and entirely? Is it in reality independ- 
ent of the power which caused it to be 
brought into being, which controls 
those persons who direct its actions and 
which—in many cases—gives it the 
financial support that is the foundation 
of its economic existence? If such is not 
the case, in what ways and to what 
degree is it separate from the state? 

In many situations the separateness 
of the government and the government 
corporation is of little moment. But 
under some circumstances it is of vital 
importance to determine whether the 
corporation is actually and legally dis- 
tinct from the state or whether it is 
simply the “agent” and the govern- 
ment is the “real party in interest.” 
Problems which involve the relations 
between corporations and persons not 
members of such bodies and problems 
which center about the respective posi- 
tions of a corporate body and the state 
arise because corporations exist, irre- 
spective of whether the entities are 
private or government corporations. It 
is in connection with such matters that 
the nature of the government corpora- 
tion and its relation to the state be- 
comes significant. For back of the 
corporate veil, in the case of the govern- 


ment corporation, stands not a grou; 
of natural persons but the state itself. 
and in those cases where the law mys: 
disregard the corporate fiction in orde; 
that justice be done it must grapple 
not with men with whom it is ac. 
customed to deal, but with its ow 
creator. 

For instance, may a government cor. 
poration, like any other type, be sued 
by a private citizen or another corpor- 
tion, or may it plead government in. 
munity? Such a defence has generally 
been denied it in England and Americ: 
But it is certainly conceivable that 
public policy might not in all situation: 
find it expedient to let the state’s step- 
children suffer the hazard of litigation. 
United States courts have been far 
from definite as to the liability of gov 
ernment corporations in all legal r- 
lationships. Although at times 1! 
personality of the state has been clearly 
distinguished from those of Federal 
corporations, nevertheless such bodies 
have been allowed to claim the low 
telegraphic charges permitted the gov- 
ernment; they have been held both liable 
and not liable to garnishment procee¢- 
ings; and the Attorney General has 
given an opinion that the Federal Sub- 
sistence Homesteads Corporation, char- 
tered in Delaware, is not a “foreign 
corporation” in particular states. Per- 
haps the question of the relationship 0! 
the government corporation to 1 
state is most sharply delineated if it 1: 
asked: Is such a body liable for taxes’ 
In the United States it is now estab 
lished that Federal corporations sha! 
not pay Federal income taxes, irrespec- 
tive of what their liabilities for other 
sorts may be, and irrespective of t! 
liabilities of state corporations. Bu! 
in England, on the other hand, gov 
ernment corporations are liable 
taxes. The American doctrine of cours 
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verlooks the separateness of the state 
| jts corporate bodies, but can be 

d on grounds of expediency if 
sumed that government corpora- 

ns are not, in any case, profit-seeking 


many economic relationships into 
a government corporation must 
its connection with the political 
rity is also important. For exam- 
is its position as an employer simi- 
all respects to that of other 
yers, irrespective of such “polit- 
wer” as its employees may have? 
king at the problem from the 
side, may its employees strike, 
ther employees, disregarding the 
ction between the state and their 
ver? If they do, who or what 
ithority is to arbitrate? Numerous 
blems of a like nature might be 
1. The essential issue is, perhaps, 
ht out if we ask: What is the 
n of a government corporation 
the bankruptcy laws? Can it go 
krupt? The answer involves not 
the nature of the government cor- 
ion but also a crucial matter of 
y. Should a government corpora- 
n cover its costs? Necessarily con- 
ted with this question are all the 
hnical considerations as to the meth- 
of financing such bodies. 


“Self-Supporting”? or Subsidized Gov- 
ernment Corporations? 

an economist, who perhaps has 

ly strayed too far into the fields 

law and jurisprudence, the most 

teresting of the problems connected 

h the government corporation is 

her it should or should not be 

omically “self-supporting.” And, 

iming the issue is decided and it is 

determined that the body should, like 

a private business, cover its costs, what 

he best method of financing its ac- 
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tivities? Or, assuming the question is 
settled the other way, what justifica- 
tions can be found for the continual 
drains on the public funds that are 
entailed in supporting a losing enter- 
prise, what standards of excellence can 
be formulated for judging its accom- 
plishments and success? 

In the creation of many government 
corporations it is possible to find a sup- 
position, implicit or explicit, that the 
body shall cover its costs and, aside 
from the initial outlay of the govern- 
ment, finance itself. But what does the 
concept of an economically “self-sup- 
porting” government corporation ac- 
tually mean? Does it include allowances 
for taxes and other expenses which 
government corporations do not pay 
but which private business must meet? 
More important, does it include not 
only variable costs but also deprecia- 
tion sufficient to replace worn out and 
obsolescent capital equipment? Does 
it, by any chance, mean that necessary 
or desirable extensions of plant and 
facilities are to be financed from earn- 
ings rather than by, let us say, addi- 
tional government grants or borrowings 
in the open market? Certainly the 
phrase “‘self-supporting”’ can be inter- 
preted in various ways. 

Aside from these technical considera- 
tions, what does the concept mean in 
terms of a fluctuating market, the 
movements of the business cycle, and 
the possibility of a corporation’s ac- 
cumulating reserves in fair weather 
against the evil days of the ? 


é 


slump”! 
The economic world being what it is, it 
is reasonable to suppose that even 
*““governmental immunity” will not pro- 
tect government businesses from the 
vicissitudes of prosperity and depres- 
sion. It is also reasonable to suppose 
that if a government corporation con- 
tinually adjusts its charges in good 
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times so that it earns no “profit” and 
accumulates no reserves, it may in 
times of adversity have no method of 
meeting losses save by further recourse 
to the government. The paradox of this 
eventuality, of course, is that it 1s 
precisely at these periods that the calls 
of supposedly self-sufficing bodies upon 
the government for aid will be least 
welcome. 

If an escape from this dilemma is 
sought by permitting a government 
corporation to earn a “profit” and 
accumulate reserves, other difficulties 
must be faced. Charges over and above 
an amount adequate to defray a 
government enterprise’s expenditures 
appear to those who pay them as a 
tax, as something paid not for the 
service received but for the general sup- 
port of the government. Moreover, it is 
a regressive tax, in the sense that it 1s 
based not on ability to pay but on the 
degree to which the services of the 
government corporation are utilized. 
Here the principles upon which govern- 
ment corporations are operated cease to 
be a mere matter of “‘business”’ and 
become one with the general tax policies 
of the state; indeed, they become a 
part of the whole social philosophy of 
government. For the policy inherent in 
permitting government corporations to 
accumulate “stabilization reserves” 
out of profits in good years for use in 
bad, is one which decrees that the 
customers of prosperous times shall be 
taxed—in the sense that they are 
charged something more than “‘cost’””— 
in order that in depressions the general 
body of tax funds shall not be required 
to make up deficits. That is, the general 
body of taxpayers shall not be required 
to subsidize those customers who pat- 
ronize the corporation in the periods 
when it is running at a loss. Evidently 


such an arrangement is a part of gener, 
government policy. 

The phrase “self-supporting” als 
implies that some attempt is made t 
solve the difficult accounting problem; 
of depreciation and amortization. Capi. 
tal assets in the course of time wear out 
If the financial interest of the govern. 
ment in a government corporation j; 
not amortized during the life of the 
assets of the enterprise, and new grants 
are eventually necessary to replace 
worn out equipment, the undertaking i; 
not “‘self-supporting.” In other terms. 
the fortunate users of these assets and 
their products are subsidized at the ex- 
pense of the general body of taxpayer 
On the other hand, if the investment o! 
the government is repaid before the as- 
sets become worthless, the government 
finds itself in the position of having 
charged its customers more than was 
necessary; and it must choose betweer 
continuing the same level of charges— 
that is, of consciously benefiting from 
having overcharged previous customers 
—or lowering its rates to the level 
operating costs, which amounts to sub- 
sidizing consumers of this later period 
at the expense of those of the earlier 
Still more difficult questions in socia 
justice must be answered when it 1s 
asked: Should an expansion of th 
facilities of a government corporation 
be financed out of earnings, by further 
grants from the state, or through bor- 
rowing in the open market? 

Finally, to anticipate the argument 
somewhat, if the state finds it necessar 
or desirable to conduct some undertak- 
ings at a loss, it is possible to envisagt 
that those losses sustained by some 
enterprises might be compensated }) 
profits made by others, so that the: 


hr 


of all operations as a whole would & 
““covered” in the commercial sense 
Such considerations raise fundamenta! 
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issues regarding social policy and de- 
oment. What groups of consumers 
to be taxed, and what subsidized, 
1 on what grounds? What are the 
imate objects of penalizing certain 
‘nterests and benefiting others? What 
criteria shall be used in determining the 
type of development which is sought by 
uch a system of government eco- 
mic control? 


yCl 


r 


ait 


The Government Corporation and Eco- 
nomic Planning. Any such extended use 
‘ sovernment corporations must ne- 


-essitate some form of that much abused 


nomic planning,” in the sense that once 
he economic criteria of profit and loss 
are abandoned as guides of the produc- 
tive process, some other standards of 
,ction must be employed if the con- 
‘quences are not to be haphazard and 
tic. It is not, perhaps, the function 

f the economist to discuss who, in a 
lemocratic government, is to do the 
inning, or on what principles, or how 

: decisions of the planners shall be 
forced. He may not be directly con- 
-d with how the desires of some 

ips of producers and consumers to 
ploit other groups of producers and 
ers shall be checked, particu- 

larly in the case where a majority plans 
benefit itself at the expense of a 
ninority. But he can, at least, point out 
hat these issues must be faced when- 
ver some guide other than the profit- 
bleness of the individual economic 
it is used to direct the economic 


ah Bs 


The Significance of Subsidized Govern- 
ment Corporations. When a government 
indertaking is consistently run at a loss 
t becomes simply a spending agency. 
Che fact that the resources, the assets, 

loyed in such activities do not 


replace themselves means that new 
resources must constantly be sacrificed 
to the undertaking. Such sacrifices may 
be justified on various grounds, but a 
special significance attaches to the con- 
sumption of resources by a government 
spending agency. Assets used up in one 
enterprise cannot be employed for 
other purposes. Society cannot eat its 
cake and have it too, and the assets 
required to support a losing venture 
becomes steadily greater in the aggre- 
gate and commensurately reduce the 
number of other enterprises economi- 
cally possible. Here lies the essence of 
the matter. 

When the economist is questioned 
as to the circumstances which justify 
an unprofitable government undertak- 
taking, a spending agency, his answer is 
likely to take a general form. The using 
up of assets in any employment, he will 
say, can be supported only on the 
grounds that the results of such em- 
ployment are of greater social benefit 
than would be the case were they 
allotted to other purposes. Such an 
answer, of course, leaves the justifica- 
tion dependent upon the content given 
to the phrase “‘social benefit.”’ It also 
makes the justification of a particular 
undertaking largely a subjective mat- 
ter, since any two persons—even when 
both have full knowledge of all perti- 
nent data—may easily disagree as to 
the merit of particular enterprises. 

Traditionally the preservation of 
territorial integrity and the mainte- 
nance of law and order have been con- 
sidered proper activities for the state, 
partly because such functions could not 
be adequately carried on by private 
initiative, partly because their proper 
performance was so important that the 
consideration of whether assets devoted 
to these purposes were “‘self-replacing”’ 
was of negligible significance. In the 
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modern world many other activities 
which might be “self-supporting,” such 
as the postal system, are assigned to 
the government in the belief that vari- 
ous results thereby attained, such as 
uniform service, are of greater moment 
for society than considerations of profit 
and loss. 

Other areas can easily be discovered 
in which it is desirable for the state to 
take positive action. In those fields 
where plans extending over many years 
and the elimination of temporary pri- 
vate interests are necessary for the 
ultimate public good the state is the 
only agency which can act. In those 
analogous situations in which the satis- 
faction of immediate wants makes im- 
possible the satisfaction of wants far 
distant in the future but definitely 
predictable, the sovereign power is the 
only power which can effect a com- 
promise between the needs of one gener- 
ation and another. Those enterprises 
which require a capital investment too 
great for the resources of private busi- 
ness can only be undertaken by the 
government, more especially if—as is 
likely to be the case with huge under- 
takings—the ultimate commercial suc- 
cess of the venture is doubtful, or if— 
for technical reasons—large deficits 
must be incurred for a number of 
years before a profit becomes possible. 
Finally, in many of those situations 
where “‘non-economic”’ factors are of 
more importance than “‘economic”’ fac- 
tors—as is the case with territorial de- 
fense—the responsibility of the state is 
clear. 

All of these cases in which govern- 
ment action appears to be justified are 
characterized by the possibility if not 
the certainty that the activities em- 
barked upon cannot pay their way. 
Whether the state employs as an agent 
in these undertakings a department, a 


bureau, or a government corporation j; 
a mere technicality. The essential jssy, 
is whether government intervention \: 
justified, and if the enterprise canno: 
cover its costs its justification must | 

based upon “‘non-economic” ground 

Any particular instance can be de. 
fended only on the thesis that ¢! 

resources it loses are well lost, that t! 

consumption of assets in the manner ;; 
question is more beneficial to the bod; 
politic than would be the case were the 
employed in any other fashion, ever 
one which showed a profit in dollars and 
cents. 


Financing the “‘Self-Supporting”’ Cor. 
poration 

The financing of a losing government 
enterprise presents no great technica 
problems. Funds from the income of t! 
government are appropriated for 
year by year, and the enterprise con- 
tinues. This simplicity does not extend 
to those undertakings designed to carn 
themselves. 


The Equity. The problems of financ- 
ing a “‘self-supporting” government 
corporation center about that portion 
of its capital structure called, in the 
world of private business corporations, 
the ‘“‘equity.” The equity may be de- 
fined as the difference between the 
value of the total assets of the corpora- 
tion and the amount of its external 
obligations. It is, when the corporatio! 
is first created, simply the original in 
vestment of the stockholders; but in the 
course of operations it comes to includ 
not only the capital stock account but 
also the various surplus and some of the 
reserve accounts that are built u 
through the retention of earnings in the 
business. 

In the realm of private business, 
however, the equity has an additional, 
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‘tional significance. When profits 


ration js 
ial issye de they form, until distributed 
ntion . owners, a portion of the equity; 
cannot ad if losses are incurred, they are paid 
must | from it. Thus the volume of the equity, 
round te the income earned by it for the 
be de. -ners, fluctuates. Such is not the case, 
lat tl ‘ course, with the investments of those 
hat t! ther parties who also supply assets to 
nner i: business unit, the business firms 
1e body , sell materials, the bankers who 
re the y short-term loans, the bond- 
1, ever ders who provide long-term capital. 
ars and - claims of these parties against the 
business unit, whether for income or 
principal, are definite and fixed, and 
Cor. must be paid when due if the firm is to 
escape receivership or reorganization. 
‘nment | If there is, at any given time, no income 
chnica available to pay these claims, the credi- 
of th ; may look to the equity, the invest- 
for it ment of the owners, for payment. Thus 
CON the equity is, from the functional point 
extend f view, the cushion or margin of safety 
) carn which fluctuates as it absorbs profits or 


sses and which at any given time 

presents the volume of assets which 
inanc- can be “lost”? before the business be- 
mes insolvent. 


nment 
ortion (he equity—using the term in this 
in the nctional sense—in a government cor- 
tions. ration designed to be “‘self-support- 
ve de- ing,” may be supplied in various ways. 
n the It may be furnished by an original 
pora- grant of monies by the government; 
terna irt of the equity of the Tennessee 
-atior Valley Authority was provided in this 
al in- way, as was, apparently, that of the 
in the Federal Surplus Commodities Corpora- 
clud tion. It may be created by the govern- 
t but ment’s purchasing the stock of the 
sf the mpany, as is the case with the Export- 
t uf Import Bank of Washington and the 
n the riginal stock issue of the Commodity 


Credit Corporation. Or one govern- 
ness, ment corporation may purchase the 
onal, stock of another, as the Reconstruction 
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Finance Corporation has done in the 
case of the Reconstruction Finance 
Corporation Mortgage Corporation and 
the second issue of Commodity Credit 
Corporation stock. There may be the 
intention that this “‘cushion”’ shall be 
built up from profits in the course of 
years, as is true of the London Pas- 
senger l’ransport Board. But whatever 
the manner in which the equity is 
created, its function is precisely the 
same for a government corporation as 
for a private business venture. It is that 
section of the assets which absorbs the 
shocks of varying commercial success, 
that portion of the resources which can, 
in times of financial stress, be used to 
supplement diminished earnings in 
order that creditors’ claims, on account 
either of income or of principal, shall 
not force the entity into receivership. 

Of course, it is possible to erect a 
government corporation in which there 
is no equity investment and in which 
all the funds utilized are borrowed. This 
method of financing is one of those 
possibilities open to a government body 
that, as a practical matter, is closed toa 
private venture. Such a capital struc- 
ture, however, is extremely hazardous 
for any concern designed to be “‘self- 
supporting” in a changing world, and 
examples of government corporations 
of this type are rare. 

Since the funds which the state em- 
ploys in creating a government cor- 
poration are likely to be looked upon 
as extraordinary rather than as ordi- 
nary expenditure, and since they are 
likely to be substantial in amount, a 
government will commonly raise the 
necessary funds by borrowing rather 
than by employing a portion of its 
regular revenues. In the long history 
of government enterprises this has 
been the usual practice. However, the 
interest and—unless the government 
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borrows in perpetuity—the amortiza- 
tion charges of these loans immediately 
become a fixed government expense. 
Herein lies the first of the problems 
involved in supplying government cor- 
porations with equities. For if the enter- 
prise is, in truth, to cover its costs, the 
government should receive from it in 
exchange for the equity provided an 
annual income sufficient to pay the 
interest and amortization charges it 
has incurred. Yet, by the very nature 
of “equity,” the income which it pro- 
duces, if any, is most uncertain. Looked 
at from the point of view of private 
finance, the rigid expenditures for in- 
terest and amortization to which the 
government is committed are precari- 
ously supported by incomes that are 
neither stable nor predictable. 


Reserves. If a way out of this diffi- 
culty is sought by providing that gov- 
ernment corporations shall be permitted 
or required to build up surpluses in 
good times in order that in bad times 
these reserves shall be available to 
support the expenses which the govern- 
ment has assumed, two additional 
groups of problems must be faced. In 
the first place, there are all those ques- 
tions previously indicated which are 
implicit in the policy of allowing a 
government corporation so to arrange 
its charges that it shows a profit at one 
time and not at another. In the second 
place, there is the technical question 
of the form in which these reserves are 
to be held pending their use. 

In the case of private businesses, 
earnings which are not paid out are 
retained in a multitude of forms, liquid 
and illiquid. Originally, of course, that 
portion of a firm’s receipts which are 
“earnings” are, like all receipts, in the 
form of cash. But private business 
typically does not carry for any long 
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period cash deposits greater than the 
estimated cash needs. Earnings not 
distributed are generally quickly trans. 
formed from cash into other assets; they 
may become security investments, new 
and better equipment, additional facil. 
ities, or take an indefinite number o/ 
forms. 

The question for government cor. 
porations is whether they shall be al. 
lowed the same freedom in the disposal 
of their reserves as are private com- 
panies. If it is determined that these 
reserves shall not be turned into fixed 
assets and extension of facilities, they 
must, presumably, be held as liquid 
assets. In this event, perhaps the most 
practical form such reserves can take 
is cash or securities. Either of these 
alternatives may appear to be a happy 
solution. Yet the time, presumably, 
when these reserves are most likely to 
be used is during a slump, a depression. 
If these reserves are large and if they 
are held in the form of bank deposits, 
the payment of these deposits by 
government corporations to the gov- 
ernment, and the government’s sub- 
sequent use of them in payment of 
interest and amortization charges must 
have considerable repercussions upon 
the banking system. If the reserves are 
held in the form of government bonds 
or the securities of private business 
corporations, the sale of these securi- 
ties, necessary if the reserves are to be 
employed for their intended purpose, 
will, during a depression, have con- 
siderable consequences in the security 
markets. What the secondary and ter- 
tiary results of liquidating these re- 
serves might be is not of immediate 
concern here, but it is of importance to 
note that the manner in which reserves 
of government corporations are held is 
of great moment. Considerations 0! 
this sort are of special significance, for 
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‘astance, for the Federal Deposit In- 


law to hold surplus funds either in 
form of government bonds or as 
jeposits in the Reserve Banks or the 
Treasury of the United States. 


Lit 


‘rs Granted the Government Cor- 
poration 


In view of the ways in which govern- 


business concerns, it may be doubted 
ether all of those powers which have 
me to be accepted as proper for the 
tter are suitable for the former. ‘The 
ghts and privileges commonly ac- 
rded private corporate entities are, in 
sence, simply a corollary of the posi- 
which they hold in legal theory 
nd economic life. But the position of 
the government corporation is, as has 
been indicated, a little equivocal, and 
tis not clear that it should have pre- 
ly the same prerogatives as its 
private cousin. This question of suit- 
able powers upon analysis resolves 
itself into a consideration of what re- 
traints should be imposed upon it, into 
tudy of how its actions should be 
ntrolled. ‘The matter is the more 
portant since government corpora- 

s are by their nature freed of two 

f the most important mechanisms 

ich regulate private bodies, that is, 

dictates of profit and loss, and 
kholders’ suits. 

Much political and legal theory has 
been devoted to showing the lack of 
wisdom entailed in making unlimited 
grants of privilege to private corporate 

lies. These unlimited grants are of 
various kinds. There is the privilege of 
“perpetual succession,” or life in per- 
mited borrowing power; there is the 

nopolistic or ‘‘exclusive franchise” 
hich eliminates competition; there is 


the recent development which permits 
corporations to be chartered for ‘‘any 
and all legal purposes”’; there are others 
which might be mentioned. Many of 
the arguments directed against such 
concessions to private bodies can be 
used with equal or even greater force 
in connection with government cor- 
porations. An unlimited grant of any 
sort is an infringement of the state’s 
sovereignty, and although it might 
seem that such infringements are less 
hazardous in the case of public than 
of private corporations, there are two 
points in this connection that are signif- 
icant. First, once an unlimited grant 
has been made to a government cor- 
poration, the degree of control which 
the state has over such a body depends, 
as a practical matter, upon the other 
provisions of the law under which the 
entity was created. Second, if a dispute 
should arise between the government 
and the government corporation, two 
bodies at least superficially equal before 
the law, how is the issue between the 
imperium and the imperium in imperto 


to be decided? 


Limitation of Life. The theory of 
sovereignty, implicit in this question, 
cannot be discussed here; but it seems 
clear that unlimited grants are just as 
unwise, if not more so, in the case of 
government corporations as they are in 
the case of private ones. Government 
corporations should not be chartered in 
perpetuity, as are the Federal Surplus 
Commodities Corporation and the 
Commodity Credit Corporation, and 
as are, contrary to the implications of 
their titles, the Public Works Emer- 
gency Housing and Leasing Corpo- 
rations. Life in perpetuity gives to 
corporations, that is, to bodies which 
must be subordinate to the state if its 
sovereignty is to be maintained, an 














306 Harvard Business Review 


existence coextensive with that of the 
state itself, and forces the state in the 
regulation of these entities—which are 
equal to itself in one vital respect— 
to rely forever upon such mechanisms 
as are permitted it in the charters of 
these corporations. And even the most 
carefully constructed regulatory mech- 
anism may, in the course of sufficient 
time, lose its efficacy. 


Limitation of Borrowings. Irrespective 
of whether the government partially 
or wholly guarantees the borrowings of 
such bodies, their charters should not 
permit, as do, for example, those of the 
Electric Home and Farm Authority 
and the Federal Surplus Commodi- 
ties Corporation, unlimited borrowings. 
The assumption by private corporations 
of obligations excessive in relation to 
their equities has, as every financier 
knows, almost invariably proved fatal 
to them. It is reasonable to suppose 
that government entities are also sus- 
ceptible to the dangers inherent in 
capital structures heavy with debt, and 
if particular government corporations 
are intended to be “self-supporting” 
it would seem that too great borrowing 
might disappoint the expectations of 
the public in their case as readily as it 
disappoints the expectations of stock- 
holders in private ventures. If particu- 
lar government corporations are not 
intended to be “self-supporting” their 
debts are, in substance, the debts of 
the public, and to permit directors of 
such entities to borrow at their own 
discretion without limit gives them a 
degree of irresponsible power that no 
society will indefinitely endure. 


Definition of Purposes. The purposes 
of government corporations should be 
2 See, for instance, the powers of the Public Works 


Emergency Housing C 


ration and the Commodity 


clearly stated and definitely limited jy 
their charters; there should not be the 
slightest doubt as to what they are and 
are not empowered to do. Otherwise jp 
the course of time they may undertake 
activities and invade economic areas 
which public opinion did not contem- 
plate at the time of their creation and 
would not have consented to if it had, 
Nor should their powers be so broad 
that they appear competent to engage 
in any legal kind of economic activity.’ 
For if government corporations are 
empowered to engage in any and all 
legal enterprises, government policy 
passes beyond the control of the gov- 
erned to the same degree that govern- 
ment corporations are legally separate 
from the government, and state activi- 
ties cease to be directed by the man- 
dates of society and become subject 
only to the wider restrictions of “legal 
activities’”” and those _ technological 
limitations which impede the actions 
of all bureaucracies. 


Responsibility of Directors. Finally, 
there should be no ambiguity as to the 
duties and responsibilities of the direc- 
tors, as to the type of records that 
should be kept, as to the methods—ii 
any—by which the charters of govern- 
ment corporations can be amended and 
their purposes altered subsequent t 
their creation. These matters should 
be settled in the certificates of incor- 
poration. They should not be left to 
subsequent legal proceedings for ad- 
judication; they should not be left for 
determination to the general provisions 
of the law under which the corporation 
is created; above all, they should not 
be left to the discretion of the directors 
themselves. 

Credit Corporation summarized in the Ap 


p. 309. 
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soly Powers. In connection with 
ment corporations the “problem 
nopoly”’ has particular signifi- 
Numerous economic functions 
fern world, such as the pro- 


n and distribution of electricity 
iven area, are more economically 
1 on by one than by several firms 
mpetition. If in such economic 

government corporations are 
there are cogent reasons for 
them monopoly powers; and 
public undertakings, such as 

Port of London Authority, many 

nicipally owned utilities and others 

might be mentioned, possess 
ive privileges. However, in such 
equally cogent reasons exist for 
ling that these public monop- 
ike monopolies in private hands 

| not be permitted to exploit the 
or extend their operations into 
contemplated at the time of 
creation. If society gives to a 
orporation monopoly rights, 

uld be done with full knowledge 

he significance of the grant, and 
autions should be taken at the 

» when they are erected which will 
ide so far as possible the various 
vantages and abuses inherent in 

all government corporations, of 

, are monopolistic in their nature 
their origin. Yet the state is the 
est monopolist of them all, and 
t always be recognized that there 
least a possibility that its agencies, 
when designed to be competitive, 
ve so successful that ultimately 
eliminate all their rivals. Gov- 
ent corporations possess many 
ble and intangible competitive 
intages, particularly in those cases 
re they do not “‘cover their costs”’; 
subsidized government competi- 
must in the long run prove fatal to 


even the most rugged private concerns. 
In those cases where it seems likely 
that a particular government under- 
taking will ultimately become a monop- 
oly there may be advantages to making 
it one from the beginning; and it also 
seems likely that less social injustice 
will be done if its competitors at the 
outset are induced by some sort of 
compensation to withdraw from the 
market, rather than if they are gradu- 
ally forced out by loss of their capital. 


Disclosure. The tendency of directors 
of private corporations to withhold 
from stockholders information regard- 
ing company affairs has long been a 
complaint of economic and _ political 
reformers alike; but the need for ade- 
quate disclosure would seem to be even 
greater in the case of government cor- 
porations than in the case of private 
bodies. So long as stockholders of pri- 
vate corporations have received divi- 
dends they have regarded them—in 
only too many instances—as evidence 
of competent management, and they 
have been only too likely to waive 
further disclosure of corporate condi- 
tion and policy. But with government 
corporations even this easy criterion 
is lacking. Here the test of income can- 
not be the chief, nor at times even an 
important, measure of success; and 
there are not, save in an attenuated 
sense, any stockholders. The public 
at large is of right the judge of a gov- 
ernment undertaking; it is the party 
most affected by its operations; and in 
case of loss it pays the bill. To form an 
opinion of the efficiency of government 
operations it cannot use the simple 
test of profit and loss; its decisions 
must rest on other grounds; and to 
make such decisions it must have the 
fullest possible knowledge of the polli- 
cies, actions, and condition of govern- 
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ment corporations. Disclosure of these 
matters is of such importance that the 
form and method of reporting should 
be made mandatory in the charter, in 
considerable detail, and should not be 
left to the discretion of directors, to 
executive order, or to the provisions 
of the general body of corporate law. 


Control. Finally, there is the matter 
of the degree of autonomy proper to 
government corporations. Whatever 
autonomy is suitable for them, it is a 
different sort from that with which 
private businesses are vested. It is not 
the autonomy of co-adventurers in a 
business project but of executive officers 
in the service of the state. This ques- 
tion is the more important since the 
greater the degree of autonomy pos- 
sessed by a government corporation, 
the greater is the danger that it may 
cease to serve as a means to an end and 
may become, at least in the eyes of its 
personnel, an end in itself. All bureau- 
cracies, governments and corporations 
alike, are susceptible to this sort of 
stultification. As students of modern 
corporations are well aware, corporate 
managers are only too prone to forget 
their duties to their stockholders and to 
overlook the fact that—in most in- 
stances—the fundamental purpose of 
the entity is to earn and pay dividends. 
As those who have felt the dead hand 
of government bureaucrats know, ofh- 
cials forget only too easily that their 
fundamental purpose is to benefit the 
governed, and not some ulterior end. 
The government corporation, freed on 
the one hand of the obligation to show 
a profit, and on the other hand removed 
from any direct control by the electo- 





rate, is peculiarly likely to succumb ty 
those degenerating influences that are 
the curse of large organizations and 
organizations whose responsibilities are 
not quite clear. 


Conclusion 


In summary, the government cor. 
poration is, as is implied in its name, a 
sort of hybrid, a cross between a govern- 
ment bureau and the artificial personal. 
ity of corporate law. Founded upon no 
“community of interest” and possess. 
ing ““members”’ only in a hypothetical 
sense, it is nevertheless legally con- 
petent. Financed at least in part and 
controlled at least in some degree by 
the state, it nevertheless in the eyes oi 
the law is a separate entity, exercising 
powers and privileges in its own right 
Although similar to the private bus- 
ness unit in that it performs many of 
the same economic functions, it is dis- 
similar in that it is, or may be, relieved 
of the all-powerful compulsion to cover 
its costs. These features taken together 
give to the government corporation a 
character of its own, distinct from that 
of its private cousin, and suggest, on the 
one hand, that it should be treated by 
society in a manner different from that 
suitable for private bodies, and on the 
other, that it should be employed for 
different purposes. Of these purposes 
the greatest is “‘economic planning.” 
Freed both of the dictates of profit 
and loss and of many of the cumber- 
some restrictions which often impede 
direct government action, the govern- 
ment corporation is an immensely 
powerful agency that is peculiarly well- 
adapted for shaping social and eco 
nomic development. 








Government (orporation as an Economic Institution 309 


APPENDIX 


This summary of the powers of the (3) To acquire improved or unimproved 
blic Works Emergency Housing Cor- real estate, and any and all buildings 
tion and the Commodity Credit Cor- thereon or appurtenances... by pur- 
ration is included in order to illustrate chase . . . or otherwise; to hold . . . and 
ain of the points relative to government operate the real estate .. . ; and subject 
porations mentioned in the text.* The to the approval of the Federal Emergency 
charters in full of these corporations, Administrator of Public Works. . . to 
together with the similar ones of the sell . . . or otherwise dispose of such real 
Federal Surplus Commodities Corpora- estate ... 3 
tion, the Public Works Emergency Leasing (4) To manufacture, buy, sell, and in 
‘orporation, the Electric Home and Farm any other manner to produce, acquire, or 
‘uthority, and the Federal Subsistence dispose of, and generally to deal in and 
mesteads Corporation can be found in with, building and other materials and 
the Congressional Record, Volume 79, supplies of every kind, nature, or descrip- 
part 2, pages 1552-1561, February 5, 1935. tion; 

(5) To conduct and carry on the busi- 
ness of building and construction in all 
its phases, and, without limitation, to 

. construct and maintain roads . 

, parks . .. and other recreational facili- 

poration and the objects and purposes ties, sewers, bridges . . 

be transacted, promoted or carried on (6) To do... any and all acts. 

are a8 follows: mo customarily done . . . by architects, engi- 

fo act as an agency of the United neers and/or general contractors, and, 

of America and/or the Federal without limitation, to do any and all 

rgency Administrator of Public Works things necessary . . . or convenient in con- 

tage duly designated representative nection with the construction .. . or re- 

the United States of America in carry- pair of public-works projects and buildings 

it the provisions of .. . Title II . . . of every kind, nature, or description; 

National Industrial Recovery Act (7) To furnish, equip, . . . manage 

_. and any and all orders, Executive or public-works projects and buildings 

erwise . . . pursuant... thereof... ... Of every kind... and to do all 

take oy and all such action, do any things necessary . . . orconvenient in con- 

” such things - + - In connection nection therewith, including without limita- 
ee foregoing oo ee be + 5 tion the supplying of heat, steam, water, 
ested B's the Corporation by the gas, and electricity, and transportation, 

ie fect Ee ee telephone, and any other facilities . 

¢ s f C - . 
f Public Works. or aie tie delnianed necessary . . . Or convenient; | 
eM Bee. Se: (8) To conduct its business, have one or 

Hie aa of the United States of more offices . . . including without limita- 
sare dese tion the power to hold, purchase, . . . and 

ra Ds ee as alter . . . of to convey real estate and personal property, 

| in financing or otherwise in the con- in the State of Delaware or in any other 

h dia ae Gade indo State, Territory tae and to carry on any 

Es a srg caine and all of its operations . . . without re- 
f every kind i a buildings — nitions... ante aeemet: 

every kind, nature or description; (9) To acquire personal property of 

every kind... or description... by 


purchase . . . or otherwise; and to hold 


te Public Works Emergency Housing 
Corporation 


these corporations are chartered in per- 











310 Harvard Business ‘Review 


and use, to sell . or otherwise dispose 
of . . . the personal property ... ; 

(10) In any manner to acquire, hold, use 
or dispose of any franchises, licenses, grants, 
concessions, patents, trade-marks, trade 
names, copyrights, or inventions granted 
by ... thelawsofany government ... ; 

(11) To purchase, . . . hold, mortgage, 

sell, . . . or otherwise dispose of, se- 
curities (which term includes with- 
out limitation any stocks, shares of stocks, 
bonds, debentures, notes, and any 
certificates, receipts or other instruments 
representing rights to receive, . or sub- 
scribe for the same, or representing any 
other rights in any property... ) 

issued by any persons . corpora- 
tions or governments . ; to make pay- 
ment therefor in any lawful manner; and 
to exercise, as owner... any and all 
rights and privileges . thereof; 

(12) Subject to the approval of the 
Federal Emergency Administrator of Public 
Works or other duly designated representa- 
tive of the United States of America, to 
acquire by purchase . . . or otherwise, all 
or any part of . the properties, assets, 

and goodwill of any one or more 
persons . or corporations, engaged in 
any business for which a corporation may 
now or hereafter be organized under the 
laws of Delaware; to hold, operate, 
liquidate . Or in any manner dispose of 
the whole or any part ; and in connec- 
tion therewith, to assume . . . any liabili- 
ties, . . . and to conduct the whole or any 
part of the business thus acquired; 


(13) To borrow money . without 
limit as to amount and to draw .. . ac- 
cept . . . and issue promissory notes, bills 


of exchange, bonds 

(14) To carry out . the objects 
specified as principal, agent, or otherwise 

alone or in association with any 

corporation person... or govern- 
ment ... to the extent permitted by law; 
and, in general, to do such acts . and to 
exercise such powers, as a natural person 
could lawfully do... ; 

(15) To do any and all things necessary, 
suitable, or convenient for the accomplish- 


ment of any... of the purposes . . 
enumerated .. . or incidental to the pow. 
ers specified or which shall at any tin 
appear conducive or expedient for the 
accomplishment of any . of the object; 
enumerated. 

The objects... set forth . . . shal 
not be in any wise limited or restricted }y 
reference to or inference from the terms o 
any other clause ... but the... pur. 
poses specified . shall be regarded a; 
independent objects and purposes. 

The foregoing clauses shall be construed 
as powers as well as objects ... ; and 
generally the Corporation shall be author. 
ized to enjoy all other powers, rights and 
privileges granted by the . . . act entitled 
“An act providing a general corporation 
law,” approved March Io, 1899 . . . oroi 

. laws . . . supplemental thereto. . . 

Eighth. At any time and from time to 
time any of the provisions of this certificate 
of incorporation may be amended, altered, 
or repealed, and other provisions author- 
ized by the statutes of the State of Dela- 
ware at the time in force may be added or 
inserted in the manner at the time pre- 
scribed by said statutes, and all rights at 
any time conferred upon the stockholde 
of the Corporation by its certificate of 
incorporation are granted, subject to the 
provisions of this article 8. 


The Commodity Credit Corporation 
Third. The objects . . . for which .. 


this Corporation is formed are... any or 
all of the things herein set forth to the 
same extent as natural persons might or 
could do, v7z.: 

(a) To do any and all things which may 
be necessary to accomplish the purposes 0! 
the following acts of Congress . . . an¢ 
any amendment . thereto: 

1. The Agricultural Adjustment Act, ap- 
proved May 12, 1933. 

The National Industrial Recover 
Act, approved June 16, 1933. 

3. The Federal Emergency Relief Act 
1933, approved May 12, 1933. 

4. Reconstruction Finance Corporation 
Act, approved January 22, 1932. 





Ulla; 
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The Federal Farm Loan Act, approved 
17, I910. 

The Farm Credit Act of 1933, ap- 
ne 16, 1933. 

+ The Emergency Relief and Construc- 

Act of 1932, approved July 21, 1932. 

lo purchase, or otherwise acquire, 

or otherwise deal in, to sell or 

therwise dispose of any and all agricul- 

or other commodities and/or 

ts thereof, and to loan and/or borrow 
pon the same. 

enter into and to encourage 

and others to enter into 

ting plans and agreements and to 

perate in any plan which provides for 

juction in the acreage or reduction in the 

n for market of agricultural 


1101es. 


['o engage in any activity in connec- 
with or involving the production, 
rting, warehousing, . . . manufactur- 
processing, and marketing of agricul- 

or other commodities and/or 

lucts thereof. 
borrow money and to draw, . . . ac- 
guarantee, . . . execute, and is- 
mortgages, . . . bills of 
and all kinds of obligations 
ut limit as to amount, and for 
urity of any of its obligations to 
assign . . . or pledge all or 

t of its property or assets upon such 

as the board of directors shall 


hout limiting the generality of 
regoing, to borrow money for the 
se of (1) purchasing, storing, han- 
1/or processing agricultural and/or 
nmodities and/or products thereof 
irplus of the same and (2) disposing 
removing the same through orderly 
eting in the United States and/or 
pom 
lo loan money, to buy,.. . sell, 
r otherwise deal in notes, warehouse 
. bills of lading, . . . mort- 
and other similar evidences of 


To take and hold for any of its 
sby ... purchase, . . . or other- 


] 


wise, . . . absolutely or in trust, any 
property, real or personal, in the District of 
Columbia, any of the States, . . . of the 
United States and in foreign countries, 
without limitation as to amount or value; 
to own, operate, . . . mortgage, . . . sell, 

or otherwise dispose of and exercise 
all privileges of ownership over such 
property and to invest and reinvest any 
principal, and deal with and expand its 
income and principal within or without the 
State of Delaware in such manner as in the 
judgment of its directors will best promote 
its objects and purposes. 

(h) To guarantee, purchase, .. . sell, 

mortgage, . . . or otherwise dispose 
of shares of the capital stock of, or any 
bonds, . . . or evidences of indebtedness 
created by, any other corporation 
organized under the laws of this State 
or any other... and while the owner 
thereof to exercise all the . . . privileges 
of ownership. . 

(i) To enter into, ... and carry out 
contracts of every kind and description 
for any lawful purpose without limit as to 
amount, with any person, . . . corpora- 
tion, ... State, body politic, ... or 
dependency thereof. 

(j) To sell, deal in, . . . process, 
deliver and/or accept delivery of agricul- 
tural and/or other commodities and/or 
products thereof and/or to make contracts 
for the purchase or sale of the same, by 
itself or through . . . agencies, or to act 
as agent, ... trustee, or factor with 
respect thereto, and as such agent, 
to...deal in,... store, ... manu- 
facture, deliver, or accept delivery of the 
aforesaid commodities. 

(k) To acquire by purchase, ... or 
in any other manner, storage and other 
physical facilities for the handling, . 
manufacturing, ... and marketing [of] 
agricultural and/or other commodities, 
and/or products thereof. 

(1) To have... offices, to carry 
on... its operations ... without re- 
striction or limit as to amount, in any of 
the States, . . . or Colonies of the United 
States, and in any and all foreign countries. 
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(m) In general, to have all the 
powers conferred by the general 
corporation laws of Delaware upon cor- 
porations, and to do everything 
proper for the ac- 

the purposes 

alone or in associa- 
tion with other corporations, and to 
do every other act incident 
or connected with any of the aforesaid 
objects. ee 

The objects and purposes specified in 
the foregoing clauses shall, except as other- 
wise expressed, be in nowise limited or 
restricted by reference to or inference from 
the terms of any other clause in this certifi- 
cate of incorporation, but the objects and 
purposes specified in each of the foregoing 


necessary ... and 
complishment of 
herein set forth, 


clauses shall be regarded as independent 
objects and purposes. 

The foregoing clauses shall be construed 
both as purposes and powers but no restric. 
tion, expression, or declaration of specific 
or specified powers or purposes herein 
enumerated shall be deemed to be excly. 
sive, and it is hereby expressly declared 
that this corporation shall have and exer- 
cise all powers conferred on it by law. 

Twelfth. The Corporation reserves the 
right to amend, alter, change, or repeal any 
provision contained in this certificate of 
incorporation, in the manner now or here- 
after prescribed by statute, and all rights 
conferred upon stockholders herein are 
granted subject to this reservation. 





THE FARMERS’ BANKING SYSTEM: FOUR YEARS OF 
FCA OPERATIONS! 


BY J. K. GALBRAITH 


ITHIN the considerable fam- 
ily of New Deal agencies the 
Farm Credit Administration 
; been something of a Cinderella. Ex- 
r early months of 1933 it has 
ed comparatively little atten- 
[he policies of the Farm Credit 
tration have been mostly of a 
ntroversial sort; the changes in 
have been infrequent and com- 
unimportant. Most of the 
1al oficers—a notable exception is 
\forgenthau, the first governor— 
in the saddle. There have been 
, no dramatic resignations. 

while the newspapers may have 
ted the Farm Credit Administra- 
farmers have not. The four 
nce the organization of this 
y have been ones of intense activ- 
Loans to farmers have mounted 
until, on September 30 of last 
re than three and one-third 
lollars were outstanding.? The 
a of the New Deal has become 
e world’s largest creditors and, 
t rival, the world’s largest single 

f farm mortgages. 


ne Establishment of the FCA 


Washington in pre-New Deal 1933 
10 means without facilities for 
the farmer in search of a loan. 
‘d with the Treasury Depart- 

vere the sixteen-year-old Federal 

nd Banks providing long-term mort- 
le is drawn from a study of the 

nistration which is being conducted 

1 the Harvard Committee on Re- 


nces. 


Monthly Report on 


gage loans. Under the same control 
were the ten-year-old Federal Inter- 
mediate Credit Banks which redis- 
counted agricultural paper for privately 
capitalized credit corporations and 
commercial banks. The Department of 
Agriculture was making “emergency”’ 
crop, feed, and seed loans. The Recon- 
struction Finance Corporation, through 
twelve Regional Agricultural Credit 
Corporations, was engaged in a large- 
scale program of refunding the short- 
term indebtedness of farmers. The 
Farm Board was making loans to 
agricultural cooperatives. 

The Farm Credit Administration 
came into existence when, by executive 
order dated March 27, 1933, all of the 
foregoing agencies were consolidated 
into one unit. So established, the FCA 
was separated from all connection with 
other executive departments. Its head 
or governor was made directly responsi- 
ble to the White House. 

Within the FCA four permanent 
units were set up, each under the direc- 
tion of a commissioner. The land banks 
and the intermediate credit banks, 
comprising two of the four units, were 
the older institutions continued intact. 
In addition, a permanent system of 
production credits was set up to replace 
the emergency units already in the field 
and to extend the facilities for short- 
term crop and livestock financing. The 
fourth unit (the Banks for Coopera- 
Loans and Discounts, September, 1936. The amount 
outstanding on September 30, 1936, is given as 
$3,379,451,083. All data on loans outstanding are 


from this source or from the Farm Credit Quarterly, 
also published by the Farm Credit Administration. 
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tives) was designed to continue the the same districts as the land bap! 
financing of farm coOperatives which and having the same headquarters 
was begun by the Federal Farm Board. With the organization of the Far 
With the organization of the FCA Credit Administration two more yp;: 
the regional agricultural credit corpora- —the Bank for Cooperatives and th 
started by the RFC were placed Production Credit Corporation—we; 
liquidation. The emergency crop, added to the district office. The distric: 
‘ed, and seed loans were continued office was thenceforth designated as ; 
under the direction of a special depart- “Farm Credit Administration” bear. 
ment of the FCA presumably for the ing the name of the city in which it y 
duration of the emergency. However, located, v7z., Farm Credit Administr2. 
these loans seem to be a permanent tion of Springfield. Each of the four unit 
part of the farm credit structure. Inthe | comprising the district farm credit ad. 
last sixteen years there have been but ministration has its own president a: 
four in which there has been no provi- _ executive staff. The General Agent 
sion for “emergency” credit of this — several instances the president of 
kind. The Farm Credit Administration of the four units) acts as a coordinating 
was also given charge of the liquidation __ officer for the district organization as ; 
of the Joint Stock Land Banks. These — whole. The presidents of each of the! 
institutions (which should not be con- units and certain other officers sit wit 
fused with the Federal Land Banks) the general agent as the executive | 
were authorized by Congress in 1916. on problems concerning the four unit 
They were organized by private capital The appointment of the officers 
although they had the privilege of — the four units and formal control over 


issuing tax-exempt bonds. The joint their activities is vested in 
stock banks enjoyed a considerable ex- __ board of directors. Borrowers from t 
pansion during the twenties—in 1927 various units in the system elect thr 


hile the 


they had 667 million dollars loaned on _ of the members of this board whi 


mortgage—but during the depression remaining four are appointed by the 


their bonds went to a heavy discount Governor of the Farm Credit Admini- 
and their loaning operations became tration in Washington. In practice t! 
negligible. The Emergency Farm Mort- __ district organizations have a cons 
gage Act of 1933 prohibited the joint able measure of independence in t 
stock land banks from issuing new tax- operations. However, this auto! 
exempt bonds or making new loans on appears to be more a matter of 
farm mortgages except for purposes of | scious administrative policy on 
liquidation. part of the FCA than the result of 
cia ae eer legal strength of a local borrower- 
The District Organization trol. And in important matters 
When the Federal Land Banks were __ policy the last word appears to be th: 
organized in 1917, the country was of Washington. 
divided into twelve land bank districts es 
with a bank at each district head- 74¢ Land Banks 
quarters.* In 1923 the intermediate The Federal Land Banks are 
credit banks were established serving oldest and by far the most importan' 
New Orleans, St. Louis, St. Pau!, Omaha, | 


Houston, Berkeley, and Spokane. 
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major units of the FCA. 
n providing for these banks 

in 1916 and the twelve 
re organized in the following 
e land banks lend only on 
rtgage security. Their loans 
elatively long terms (usually 

and provision is made for 
tion of the principal within the 
of the loan. Funds are ob- 
m the sale of tax-exempt (but 


vernment-guaranteed) bonds. 


the first decade of opera- 


- land banks enjoyed a steady 


spectacular growth.* At the 
of 1930, or thirteen years 


rganization, the land banks had 


n dollars in loans outstanding. 
inted to some 13% of the 


rm mortgage debt of the coun- 


m 1930 to 1932 there was a 
rtgage holdings of the land 
rely as the result of foreclo- 


i 


In 1933, however, this trend was 


reversed. The Emergency 
tgage Act of 1933—which 
the executive order estab- 


ng the FCA—provided for a large- 


gram of farm debt refinancing. 
of the farm mortgage debt 
intry was in default when the 


passed and the land banks were 
with applications from dis- 


farmers. This heavy demand for 
; met with commendable vigor 


in- 
were 


Personnel was 


appraisers 


mptness. 
land 
he new appraisers were, in 
1 to train still more appraisers. 
loans of the banks, which 


new 


curtailed during 


tionality 
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amounted to 1.13 billion dollars at the 
end of 1932, increased to 1.23 billions by 
the end of 1933. Twelve months later 
they amounted to 1.92 billions; and by 
the end of 1935 loans were well in ex- 
cess of 2 billions. 

In addition to the 
financing, the legislation of 1933 pro- 
vided for what came to be known as 
Commissioner’s loans. These loans were 
made, not from the proceeds of bond 
sales, but from a direct appropriation 
by Congress to the Land Bank Com- 
missioner. Commissioner’s loans were 
permitted on either first or second 
mortgage security. Individual loans 
were limited to $5,000 (later $7,500) 
but they might be as much as 75% of 
the “‘normal”’ appraised value of the 
farm property. Land bank loans, on 
the other hand, have always been first 
mortgage loans and limited to 50% of 
the “normal” agricultural value of the 
farm land plus 20% of the value of 
buildings and improvements.® The max- 
imum land bank loan is $50,000. 

Commissioner’s loans were made in 
large volume in the closing months of 
1933 and during 1934. The half billion 
mark was passed in September, 1934, 
and at the end of that year $616,825,- 
108 was outstanding. At the end of 
September of last year (1936) Commis- 
sioner’s loans totalled $833,906,342. 

Thus at the end of September, 1936, 
the combined total of land bank and 
commissioner’s loans fell just under 
the 3 billion dollar mark.’ Estimates 
of the fraction which this is of the total 
farm mortgage debt of the country are 


land bank re- 


from reflecting extremes 
values. The 


apitalized 


} 1 “=r 
parently keep appraisals 


of deflation or inflation in farm real estate 
FCA has 1 | 


interpreted “‘normal” as the « 
income of the 1 property 


at pre-war Ilarm prices. 
However, in actual appraisal this interpretation is 
used more as isers judgment than 


as a precise forn 
7 $2,901,617,644. 
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necessarily rough, but it is probable 
that the land bank system holds be- 
tween 35% and 40% of the total.® In 
New England and the Middle Atlantic 
states the land bank holdings relative 
to the total are below the proportion 
for the country at large. In many 
southern states, on the other hand, the 
land banks hold half or more of the 
total mortgage debt. In North Dakota 
between 70% and 80% of the total 
mortgage debt is held by the land 
banks. 

In the original design of the land 
bank system loans were made, not to 
farmers direct, but through local asso- 
ciations of borrowers. These local as- 
sociations (called National Farm Loan 
Associations) underwrote the borrow- 
ings of their members from the land 
banks. For purpose of this guarantee 
all borrowers subscribed 5% of the 
amount of their loans as capital stock 
in the local association. Borrowers were 
additionally liable for a like amount. 
The local association, in turn, passed 
upon the applications of borrowers 
whose loans it was to guarantee. 

Partly through neglect, partly 
through careless chartering, and partly 
through lack of official sympathy for 
the idea of local control over lending, 
the National Farm Loan Associations 
did not achieve a place of any real im- 
portance in the scheme of land bank 
organization. The defaults on mortgage 
payments during the early years of the 
depression wiped out or seriously im- 
paired the stock of many of the local 
associations. 

The Farm Credit Administration has 
continued to make stock purchase in a 
local association a prerequisite for ob- 
8 The FCA (information furnished the writer) esti« 


mated the total f mortgage debt of the intry to 


$7,770,000,000 on December 31, 1934. At that time 


pe 


land bank and commissioner’s loans outstanding 


taining a land bank loan. Moreover ;; 
has made a serious effort to revive the 
local associations. Their number (ther, 
were 4,649 in operation at the end 

1932) has been reduced through com. 
bination; arrangements have been mad, 
for full-time, properly compensated 
local staffs; and additional responsi. 
bilities have been given the local off- 
cers. If this program is successful, ther 
will be, in effect, a local land bank 
office within easy driving distance 

almost every farmer in the country, 


The Production Credit System 


The production credit system, whi 
is second largest among the units lend 
ing direct to borrowers, had less tha: 
one-twentieth the loan volume of t 
land banks and the Land Bank Cor 
missioner on September 30, 1936. H 
ever, the production credit system is 
venture in a comparatively untried 
field so far as publicly sponsored loar 
agencies are concerned. As such it ha 
an importance somewhat greater thar 
that suggested by its present scale 
operations. 

The production credit system 
its real beginning in 1932, when C 
gress provided for twelve Regional Agn- 
cultural Credit Corporations. ‘Thes 
corporations were capitalized by 
Reconstruction Finance Corporatior 
and they were authorized to redisc: 
their paper with the intermediate cr 
banks, the Federal Reserve Banks, anc 
the RFC. The Regional Agricultu 
Credit Corporations began lending 
October, 1932, and by the followu 
August they had slightly over 155 mi- 
lion dollars outstanding. Virtuall! 


= 


amounted to $2,532,616,762, or 32% of 
increase in land bank and commissioner's 
1934 has doubtless been much greater 


increase in total debt. 











ese loans had a maturity of a year 


loans for carrying range live- 
were most important although 


e was also a considerable volume 


‘ral purpose or “barnyard” 
together with loans for carrying 
livestock and for crop produc- 


irposes. 


e production credit system, which 


| operations in late 1933, showed 


remarkable innovations in public 


remote from the borrower, incon- 


ne 


erves as general manager. The 





sinistrative design. The Regional 


tural Credit Corporations had 


and costly. The designers of 
w system strove to overcome 
defects. At each of the twelve 


trict FCA headquarters a Pro- 


n Credit Corporation was es- 
-d. These corporations were 


talized by the FCA with public 


at amounts ranging from 8 
dollars to 12 millions. Their 
is not to make loans but to 


vise and capitalize a still smaller 


namely, the production credit 
ns. Capital not invested in 
of the Production Credit 
itions is invested in government 
1 bank bonds and the income so 
is used to pay the operating 
es of the corporation. Each pro- 
credit corporation is an en- 
ding company. 
Production Credit Associa- 
there were 554 on June 30, 
nnect the district Farm Credit 
istration with the farmer. The 
| directors of the Production 
\ssociation is elected by the bor- 
from the association. The board 
appoints a secretary-treasurer 


tablishing the production credit sys- 

( . 7 Title 12, 1131 C.) suggested that 

\ stock be in the neighborhood of 20% of 
| 


r expected volume of loans. The 75 million 
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Production Credit Corporation and 
Washington retain power of dismissal 
over all officers. 

Borrowers from the Production 
Credit Associations must hold stock 
in the association to the amount of 5% 
of their loans. There is in addition a 
Class B stock which is subscribed by 
the Production Credit Corporation. 
Proceeds from this stock are invested 
in government or land bank bonds. On 
September 30, 1936, this Class A stock 
amounted to $74,929,186; the interest 
revenue on this sum was the public 
subsidy to the Production Credit 
Associations.?® 

The business of the production credit 
system has increased from the time of 
organization through to the present 
although at a rather moderate rate. In 
September, the seasonal peak for 1934, 
the system had 61 million dollars loaned 
to farmers for livestock and crop pro- 
duction purposes. In July, 1935, loans 
outstanding reached a seasonal peak 
of 113 millions; and in July, 1936, they 
reached a seasonal peak of 141 millions. 

One of the most interesting questions 
concerning the production credit sys- 
tem is that of its future competitive 
relationship with the commercial banks. 
In many parts of the country the local 
banks have come to be considered the 
established source of the kind of loan 
accommodation which the production 
credit system has undertaken to sup- 
ply. In turn the rural banks have looked 
upon loans to well-established farmers 
for financing crop or livestock produc- 
tion or livestock feeding as a large or 
major part of their business. The ques- 
tion naturally arises whether there is 
room for two institutions operating 


dollars of stock on September 30 was much in excess 
of 20% of the 122 millions in loans outstanding on the 
same day. However the proportion of Class A stock to 
total loans is, apparently, in the process of reduction. 
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side by side in the same business; or if fore 1933; it was this condition. ; 
there is not, it is interesting tospeculate gether with the curtailed lending of +! 


as to the probable survivor. banks that remained, which create¢ 
In suggesting possible answers to the gap that the production credit sys. 
these questions it would be a serious tem was designed to fill. But there are 
error to generalize for the whole coun- _ still a goodly number of country bank: 
try. In the cotton South it is difficult and they have been getting int 
to imagine a system of agricultural stronger position in recent years. 0; 
credits built entirely on commercial supposes that the farm loan business 
banking. Even in comparatively pros- will regain some of its former attrac- 
perous times many cotton growers tiveness. 
financed the making of their crop with In competition with the produc. 
the aid of dealers, merchants, or land- _tion credit system the banks have the 





lords rather than the banks. In cases number of competitive advantages 
where the banks supplied the funds, To obtain loans from the production ” 
they frequently advanced them to the — credit system the farmer must fill i: ‘ 





country merchant ordealerwhointurn forms, submit to rules and regulations 
financed the grower. Inthe range areas and, perhaps, experience a certair , 
the commercial banks have never fully amount of delay. The bank is prompt agg 
met the credit requirements of the and its requirements are flexible. T| wit 
stockman. There has been a succession Production Credit Associations are less wis 
of other agencies which have under- numerous and, hence, are often n 
taken this function. In many areas remote than the banks. While the o¢ 
specialized in truck crops or fruit the terest rate of the production credit [| ~*" 
growers do not now rely on the banks; system—at present 5% —is attractive, | 
it is difficult to think the banks will — this is made possible by an initial bor- The 
soon regain a lion’s share of this busi- rowing rate of less than 1%. To the 
ness or even, in some cases, be much _ rate which the system pays for its funds 
interested in doing so. it must add a 4% margin to cover cost M 
In the parts of the country or inthe of operations. If there is no increase in en 
lines of production just mentioned, in- _ the subsidy to the system, rising short- pear 
creased competition between the com- _ term money rates might put its lending ee 
mercial banks and the productioncredit rate at a level that would be exceed- 
system does not seem likely to be a ingly attractive to the banks. 1! ys 
particularly decisive factor in the fu- banks, so long as there is a ban on 1n- 4 
ture of either institution. While the terest on demand deposits, may not be 2 
banks may lose business to the Pro- seriously affected by a rise in short- F ; 
duction Credit Associations, much of ' term rates. True, they must provid 
the business would be done by other deposit and check-clearing services ‘a . 


credit institutions if the production they must do this even for the borrower 

credit system was not in existence. from the production credit system 1! ee 
In the major agricultural areas of | many cases. But these services are no! 

the Middle West there is a prospect of | without value as a means of getting 

competition between the production loan clients. 

credit system and the banks. It is true, It is possible that the producti 


of course, that many country banks credit system may succeed in narrow 
passed out of existence in the years be- _ing its operating margin as (and i! 
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creases. Further, by under- 
loser supervision of its bor- 
has been suggested that the 


1° . 


n credit system may come in 
ture to handle a type of business 
not attractive to the com- 

ks. In the southern states 

some observers believe 

is considerable opening for 

of lending operation. But as 

perspective it should be 

at the beginning of 1935 

em had (as a broad estimate) 

one-tenth as many short-term 

loans outstanding as the 

ial banks.” In the regions 

competition is likely to 

the banks may have had an even 

of the total business. 

this head start, and their appar- 

mpetitive advantages, the banks 

ippear likely to hold their own 

jor agricultural areas of the 

Middle West, at least for the duration 
‘sent recovery period. 


re 


termediate Credit Banks and the 
Banks for Codperatives 

We may pass quickly over the two 

ing units of the Farm Credit Ad- 

ition. The intermediate credit 

KS were organized in 1923 to sell 

lated debentures in the open 

rket and, with funds so derived, 

liscount the loans of independ- 

organized agencies making loans 

rmers and farmers’ cooperatives. 

in range territory they were 

nsiderable importance before 

1933. At the present time they are the 

of funds for the production 

system; nearly all of the loans 

Production Credit Associations 

rediscounted with the intermediate 


X\. Galbraith and J. D. Black, “‘The Produc- 


1933,” American Economic 





credit banks. On September 30, 1936, 
production credit association redis- 
counts accounted for approximately 
two-thirds of the $187,097,035 which 
the intermediate credit banks had out- 
standing. The remainder was made up 
of loans to, or rediscounts for, privately 
capitalized lending institutions, the 
banks for cooperatives, and farmers’ 
cooperative associations. 

The banks for cooperatives were cap- 
italized from the revolving fund which 
was appropriated to the Farm Board. 
In addition to the twelve banks at the 
regional FCA headquarters there is a 
central bank at Washington to serve 
regional or national cooperatives. ‘The 
banks make advances to borrowing 
cooperatives from the proceeds of the 
capital stock. Certain classes of loans 
are rediscounted with the intermediate 
credit banks. 

The banks for cooperatives have 
shown some increase in their business 
since organization, but it has not been 
striking. On September 30, 1936, the 
thirteen banks had $56,266,649 in loans 
outstanding—an increase of about 13 
million dollars over the September pre- 
ceding. However some 14 millions of 
these loans were rediscounted with the 
intermediate credit banks, leaving loans 
solely on the account of the banks for 
cooperatives of only $41,271,008. The 
combined capitalization of the thirteen 
banks at the end of last September was 
139 millions, or more than three times 
the total loans. Surplus capital pro- 
ceeds are invested in high-grade securi- 
ties and the interest is used to pay 
operating expenses. It is apparent that 
the banks for cooperatives are also 
heavily endowed institutions. 

Loans of the banks for cooperatives 
are heavily concentrated in a few 
states; over a fifth of the loans of the 
district units on September 30 last 
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were in California, and approximately 
one-half were in the four states of Cali- 
fornia, Washington, Mississippi, and 
Oregon. These are states in which there 
is a considerable volume of cooperative 
business; a preliminary glance would 
suggest that any considerable growth 
elsewhere will be predicated on the 
growth of farmer cooperatives. How- 
ever, during recent years commercial 
banks have underbid the banks for 
cooperatives on loans to finance com- 
modities through the channels of dis- 
tribution. An increase in short-term 
interest rates might turn cooperatives 
from the commercial banks to the 
banks for cooperatives. Pending sub- 
stantial increase in business, facilities 
for financing farmer cooperatives will 
remain considerably in excess of need. 


Summary 


To attempt any sort of comprehen- 
sive appraisal of the Farm Credit Ad- 


ministration is far beyond the scope or 
intent of this article.'! That it is per- 
manent no one can doubt. The Federal 
Land Bank System with a third or more 
of the farm mortgage debt of the coun- 
try could scarcely be liquidated in less 
than a generation. But it has gained 
the complete acceptance of farmers; 
and there is at least a reasonable likeli- 
hood that it will again be a refuge for 
distressed debtors and creditors in 
future depressions. Any question of its 
discontinuance is purely academic. 
The production credit system still 
has its way to make. During good times 
it seems somewhat less likely than the 
land banks to measure up to the com- 
petition of private lending agencies. 
11 For a somewhat more detailed consideration of the 


policies of two of the units see J. K. Galbraith and 
J. D. Black, “The Production Credit System of 1933,” 


Harvard Business Review 


But in certain parts of the country 
(notably the southeast and west) ;, 
good times, and in all parts of the coup. 
try in depression, it seems likely ; 
have a considerable and loyal farme; 
clientele. The banks for codperatives 
cannot, of course, be any more jm. 
portant than the agricultural codpera- 
tive movement. Upon the future of thi; 
movement it is for others to guess. 

The system as a whole still has many 
unsolved problems. Congress has shown 
a tendency to make political capita| 
out of a low interest rate. There is some 
reason to fear that this may become ; 
permanent and perhaps rather dap- 
gerous form of farm subsidy. The pro 
duction credit system has problems o; 
efficiency to solve—the cost of getting 
funds from the money market to the 
farmer is now unduly high. The Federa! 
Land Banks and the production credit 
system must lend over the country asa 
whole at rates that are (at least nomi- 
nally) uniform. The cost and risk o/ 
doing business varies widely between, 
for example, Alabama and lowa. 

On the other hand, the Farm Credit 
Administration has already demon- 
strated its ability to attack its problems 
with vigor and intelligence. It is doubt- 
ful whether any problem it now faces 
involves so many difficulties as the 
huge refinancing job which it handlec 
successfully in 1933 and 1934. Consid- 
ering this, as well as the competent, ex- 
perienced, and non-political personne! 
of the Administration, one is tempted 
to suppose that most of the prob 
lems will yield to socially satisfactory 
solutions. 
supra, and J. K. Galbraith, “The Federal Land Bar ks 
and Agricultural Stability,” Journal of Farm Ler 
nomics, February, 1937. 
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QUANTITATIVE MARKET ANALYSIS METHODS 
BY LYNDON O. BROWN 


ANY different methods of 
quantitative market analysis 
are commonly used, varying 

both in the fundamental philosophy 
underlying each one and in the specific 
techniques employed. These individual 
methods may be grouped into major 
classes on the basis of the fundamental 
approach which each employs. The 
present article discusses’ the major 
types of quantitative analysis methods 
under the following headings: the Di- 
rect Data Method; the Corollary Data 
Method; the Single Index Method; the 
Arbitrary Factors Method; the Family 
Budget Method; and the Consumption 
Rate Method. The Multiple Correla- 
tion Method will be discussed in a later 
article, together with an appraisal of 
the relative accuracy of the various 
methods. 
The Direct Data Method 

The direct data method relies upon 
general sales statistics for a commodity 
as the best method of measuring the 
potential market for that commodity. 

The automobile industry is an out- 
standing case in point. Because of the 
licensing system in force, automobile 
manufacturers are able to obtain new 
car sales (registration) figures for each 
make and model of car, for each month 
in the year, by counties. There is some 
lag in the reporting of these data, all 
figures not being available until about 
the middle of the second month follow- 
ing. Nevertheless, these accurate data 
are essential in any quantitative analy- 
sis in the automotive field, and preclude 


is the second of a series of articles, the first of 
appeared under the title, “Quantitative Market 


the necessity of any other methods, ex- 
cept in very special cases. 

In the use of the direct data method, 
a market analyst merely obtains the 
most recent available information on 
the sales of the commodity for which 
the market is being measured and then 
breaks these sales down into units 
which correspond to the market, or 
territories, for which the analysis is be- 
ing made. The sales assigned to each 
territory or market are then reduced to 
percentages of the total domestic mar- 
ket, and this percentage applied again 
to the estimated volume which the firm 
intends to do in order to arrive at the 
potential value of each part of the total 
market. 

There are several types of direct sales 
data which are employed in quantita- 
tive analysis. The first is that in which 
the sales data appear as a by-product 
of some licensing, inspection, or tax 
system. Data employed by automobile, 
gasoline, and insurance companies are 
of this type. 

A second form of direct sales data is 
that in which the data are gathered by 
trade associations for the benefit of 
members, or through any activity of 
members of the industry itself. The 
data provided by the Washing Machine 
Manufacturers’ Association, the Elec- 
tric Refrigerator Bureau, and the Ra- 
dio Manufacturers’ Association, are 
examples. 

A third type of direct data is that 
provided by service organizations which 
maintain laboratory stores or dealer 
contacts for the purpose of reporting 


Analysis: Scope and Uses,” in the Winter number, 
PP. 233-244. 











3 
the flow of merchandise into various 
sections of the market. This source of 
information is receiving considerable 
attention at the present The 
Market Research Corporation operates 
a group of laboratory stores in which 
sales data are recorded. The A. C. Neil- 
son Company of Chicago uses a system 
whereby field men obtain sales data 
from retailers who have agreed to make 
their records available to the organiza- 
tion. At the present time, sales data 


time. 


gathered from retail store operations 
are not sufficiently developed so that 
it is known whether adequate national 
samples are afforded; nor are all per- 
sons convinced that there is adequate 
coverage of the markets included in the 
operations. 

A fourth form in which the direct 
data method can be applied is on the 
basis of sales data gathered by govern- 
ment sources. The Census of Distribu- 
tion, taken for the year 1929, and the 
Census of American Business, taken 
for the years 1933 and 1935, gathered 
such information. There has been, how- 
ever, a great amount of loose thinking 
regarding the nature of the results ob- 
tained. While they are comprehensive 
and highly valuable in many ways, 
they do not supply data on commodity 
sales. The bulk of the data are for sales 
of various types of retail outlets and, 
where broken down more finely, repre- 
sent sales of groups of commodities 
not of individual items. Efforts to work 
up commodity sales from the cen- 
sus classifications have usually proved 
fruitless, in the light of any standards 
of statistical accuracy. The data are 
presented in percentages by types of 
outlet.” These percentages are based on 
highly questionable samples, and are 





f the Census of Distribution, a sum- 


2See Table 15 
f which will be found in United States Summary 


mary wi 


Retail Distribution, U. S. Bureau of the Census, 
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often omitted for important outlets 
known to handle the commodity in 
question. Furthermore, the classifica- 
tions usually include different com- 
modities. Thus tires, tubes, and tire 
accessories are classed together; as are 
various electrical household appliances, 
shoes and other footwear, sporting 
goods, toys, and games. The classifica- 
tions also vary between different types 
of outlets. 

The primary advantage of the direct 
data method lies in the fact that it 
works with actual facts regarding the 
amount of the commodity which the 
market has consumed. It, therefore, 
gives the analyst a feeling of accuracy 
which no other method provides. An- 
other advantage is that the data on the 
market are usually provided rather 
speedily, so that the lapse of time be- 
tween the taking of the data and their 
use is much shorter than in cases where 
general market factors are employed. 
The direct data method is also easy to 
use. The sales data reported, without 
further analysis, represent the sales 
potential. 

The direct data method probably 
finds its most extensive practical use in 
the field of industrial products. Manu- 
facturers of such products as con- 
tainers, bags, steel, machinery, and 
equipment often can obtain reliable 
direct data on the total requirements 
of individual firms. Such information 
is frequently obtained by the use of 
special reports from salesmen and 
branch managers. This procedure is 
obviously much more satisfactory than 
attempts to work from general market- 
ing data, and requires only that special 
care be exercised to make sure that 
estimates obtained by the selling or- 


1930, pp. 159-168. No effort to report commodity sales 
in this manner was made for 1933, but one wil 
probably be made for 1935. 











tion are carefully prepared and 


While most market analysts look on 

f direct data as one of the best 

iantitative analysis methods, there 

-veral limitations which keep this 

i from being universally applied, 

nd which caution against its hasty 
ptance. 

first limitation lies in the fact 

t its use is confined to relatively few 

modities. It is available in complete 

m only for automobiles, and can be 

a restricted manner with only 
, dozen other commodities. 

\ second limitation on the use of the 
data method lies in the lack of 
in which most of the data are 

ilable. The automotive data are 
ble by counties. Data on most of 
ther commodities are available 

by states, and the use of some 
method of quantitative analysis 
necessary before these data can be 
d to manufacturers’ sales terri- 
yr used for smaller geographical 


\ third weakness of this method lies 
e lack of accuracy in many of the 
ita themselves. The automobile data 
re generally accepted as the most ac- 
ite series, as they are based upon 
sing laws, and the units involved 
large. But even these data have 


their limitations. Gasoline data are also 
based upon tax or inspection laws. The 


iracy of some of these data is lim- 
ecause of the prevalence of “‘ boot- 


egging’” and the varying extent to 


the laws are enforced in differ- 
ections of the country. 

Statistics on sales gathered by trade 
lations are particularly open to 
tion. Some of the following con- 

lerations point to the limitations of 
> Gata: 
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1. They are usually incomplete. Of- 
ten some of the larger manufacturers in 
the business are not members of the 
association. 

2. The original data are gathered by 
individual members, and reported in 
summary form. The accuracy of the 
data is, therefore, greatly influenced by 
the ability of each reporting firm to re- 
port correctly. Many of them do not 
compile sales records on the basis in 
which they are reported. Some very 
broad guesses are often the basis of the 
reports. 

3. Deliberate falsification of reports 
is sometimes encountered. It seems in- 
credible that an association member 
should boast of his sales volume as com- 
pared to that of competitors, admit 
that he deliberately falsified his report, 
but apparently have no suspicion that 
the other members were probably do- 
ing the same thing. Where members 
send in confidential reports, there is a 
definite tendency to wish to get correct 
reports from competitors. At the same 
time, the individual member desires to 
run no risk of giving away data, even 
though he may not go so far as deliber- 
ately to trick other members. 

4. Sales records, due to territorial 
and jobber distribution organization, 
are usually not accurately apportioned 
into various geographic units used in 
the final report. Missouri is credited 
with all the sales to the Kansas City 
jobber, even though the real consumer 
market is largely in Kansas. 

A final limitation on the use of the 
direct data method lies in the fact that 
it is restricted to past performance. 
Market conditions may change be- 
tween the time the data are gathered 
and that when the results of a quanti- 
tative analysis may be put into use. 
Furthermore, they give no weight to 
the potential purchasing power of a 
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community beyond that which has 
been reflected in past sales. ‘These past 
sales may have been influenced largely 
by non-market factors, such as weak- 
ness of methods used to create demand. 
Furthermore, special conditions may 
make it necessary to depart definitely 
from the use of direct data, even though 
available for the industry. An example 
would be the introduction of a price 
line or type of product basically dif- 
ferent from any previously on the 
market. 


The Corollary Data Method 


In the corollary data method it is 
assumed that the sales of two com- 
modities parallel each other so closely 
that the direct data for the sales or the 
consumption statistics of one give the 
market potential for the other. 

For example, we have no geograph- 
ically distributed data on the sales of 
automobile tires, yet the possibilities of 
the use of this product are determined 
almost exactly by the use of automo- 
biles. Hence, where we have such a 
direct causal relationship between the 
sales or use of one product, for which 
we have accurate data, and the sales of 
the product for which the market is be- 
ing measured, for which we have no 
direct sales or consumption data, we 
assume that the first data measure the 
market possibilities of the latter. One 
can quickly think of many products— 
windshield wipers, gasoline, oil, bat- 
teries, piston rings, and so on—for 
which the corollary data on automobile 
registrations may be used directly in 
market analysis. This is true in any 
field parts or accessories are 
involved. 

In some other fields, the relation- 
ship is not so clear. The use of horses 
points to the use of many products— 
feeds, fly nets, ointment, saddles, rid- 


where 





Harvard Business ‘Review 


ing clothes, etc. The relationship of 
some of these things is direct; in the 
case of others it is indirect, represent- 
ing only a general tendency. The re- 
lationship between schools and the 
market for school supplies is relatively 
close; between schools and, say, the 
possibility of the sale of life insurance, 
far removed. 

Provided that the factors of the spe- 
cific case warrant the assumption of a 
close relationship between two sets of 
sales data, the corollary data method 
automatically carries most of the ad- 
vantages and disadvantages inherent 
in the use of the direct data method 
discussed above. 

There are important specific limita- 
tions in the use of the corollary data 
method. The chief limitation lies in the 
fact that the relationship between the 
sales of the two commodities involved 
may not be sufficiently direct to give 
accurate results. In view of the ease 
with which the method may be applied, 
there is a natural tendency to use it. In 
most cases, however, somé sort of ad- 
justment is necessary, and often the 
relationship is so indirect that the use 
of one series of sales data in setting 
sales potentials for another product will 
yield false results. 

Another limitation on the use of the 
corollary data method arises from the 
tendency to employ general sales data 
which include a heterogeneous assort- 
ment of individual commodities. The 
use of retail drug sales from the Census 
of Distribution or the Census of Amer- 
ican Business is a case in point. 


The Single Index Method 


In the single index method a measure 
of the general purchasing power of 
various markets is used as the basis 
of quantitative analyses. This measure 
of purchasing power may be based on 
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. market factor alone, as in the case 
‘the Literary Digest Publishing Com- 
, which uses homes with telephone 
vice as the only factor in compiling 
index. It may consist in some gen- 

| sales series which is sponsored as 
ngle measurement of purchasing 
wer, as the sales of Curtis magazines. 
may be based on a combination of 
e sales of various companies, reported 
a central source, as was employed in 
Fuller Brush Index. Finally, the 
lex may be based on an average of 
several market factors. This is the most 
n method, and is used in the 

n, Barton, Durstine, and Osborn 
ying Power Index, the Crowell 
lex, the International Magazine 
mpany Index, the McCann Index, 


tners 


[he chief advantage of the single 
lex method is the simplicity of its 
The indices are pre-prepared and 
readily available. They are usually 
stated in terms of the percentage of the 


potential sales of a commodity 
vhich each geographic section of the 
narket should buy. The analyst can 
then immediately prepare sales quotas 
r distribute advertising budgets. This 
method is also presumably superior 
the direct data method in that it 
makes allowances for general purchas- 
ing power. 

The fundamental weakness of the 
single index method lies in its failure 
account for differences in the mar- 
kets for individual commodities. This 
weakness is now frankly admitted by 
the most aggressive sponsors of this 
nethod. The Curtis Publishing Com- 
pany emphasizes the point that the 
past sales experience of a company 
hould be averaged with their index 
re it is used for quota purposes. It 
provides a form with space for the 

ise of other market factors. 
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Doctor L. D. H. Weld, who devel- 
oped the McCann Index, points to the 
serious danger that analysts and busi- 
ness men will adopt such indices as a 
measure of the market for individual 
commodities: 


One of the most glaring fallacies in 
market evaluation work during recent 
years has been due to the assumption that 
one single index may be used to measure the 
market for any and all commodities.’ 


Even if analysts and business men 
can be educated away from the early 
propaganda which advanced the merits 
of single index methods, there still re- 
mains the problem of how to modify 
them. If the analyst merely guesses 
that certain combinations of factors 
should be used, he is no longer using 
the single index method, but the arbi- 
trary factors method. In this use, the 
single index ceases to exist as a method 
of market evaluation, but is simply a 
pre-digested series of data which are 
taken into a study as a group of factors 
(depending on which index is used), 
rather than individually. Thus, if the 
B.B.D.O. Index is to be used in con- 
junction with other series, we are in 
effect merely committing ourselves to 
use the three factors, population, in- 
come tax returns, and number of retail 
outlets, with equal weights at the start. 
Some labor may be saved in using an 
index which has already averaged the 
factors, but we should not fall into the 
belief that such use of the prepared 
combination represents the use of a 
special method of quantitative analysis. 

As soon as a single index becomes 
modified in an effort to reconcile it with 
the requirements of specific commod- 
ities, it ceases to exist as a special 
method of quantitative analysis, and 
31. D. H. Weld, “Measuring Sales Potentials,” 
Printer’s Ink Weekly, August 7, 1930, pp. 70-71. 
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becomes merely a particular form of 
pre-manipulated data. Thus the use of 
the Curtis Index, when modified by 
other factors, is in effect merely the 
selection of Curtis circulation as one of 
many factors which might be used, in- 
stead of, let us say, 7rue Story maga- 
zine or newspaper circulation. If the 
made on the basis of 
then we have 
multiple correlation 
as before, the 


adjustment is 
multiple correlation, 
shifted to the 
method. In this case, 
index used merely becomes a sort of 
pre-digested factor used as one of the 
independent variables. 

A second criticism of the single index 
method is that most of its forms are 
based on the assumption that the im- 
portant element in quantitative analy- 
sis is general buying power. Such an 
assumption fails to recognize other ele- 
ments which may be more important 
than buying power itself, chiefly, buy- 
ing habits, with given buying power; 
people in some markets buy more freely 
than in others. Furthermore, markets 
vary greatly in their preferences for in- 
dividual kinds of products. The quan- 
tities of ham or chicken consumed in 
two markets is primarily a matter of 
habits and desires, rather than pur- 
chasing power. 

Some of the more important single 
indices are discussed briefly below: 


The Batten, Barton, Durstine, and Os- 
born Index. The Batten, Barton, Dur- 
stine, and Osborn Company studied 
retail sales data for the sixty-seven 
counties in Pennsylvania for some years 
previous to 1923. This state was used as 
a laboratory because a retail sales tax 
provided statistics on total retail sales 
by counties. The percentage of retail 
sales for the state reported for each 


‘The B.B.D.O. Buying Power 


Index,” Advertising and Selling, November 9, 1933, 
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county was compared with the percent- 
age distribution of twenty different 
market factors, such as population, 
bank deposits, value of fishery prod- 
ucts, etc.4 Three factors were found 
which gave an average index, without 


weighting, which closely paralleled 
sales. ‘They were population, number 
of income tax returns, and number of 
retail outlets. A simple correlation be- 
tween this index and sales by counties 
for Pennsylvania showed a coefficient 
of correlation of 0.997. It is contended 
that this index has a logical basis, as it 
represents a combination of the three 
essential factors in sales possibilities: 
*‘people—with money—with places t 
spend it.’ 

The fact that the Index employs onl; 
three factors is not in itself a funda- 
mental objection, except in so far as 
peculiar conditions relative to one of 
these factors exist in smaller geographi 
units. The B.B.D.O. Index uses total 
population as one of its three factors, 
hence only two series form the basis for 
reflecting variations in per capita sales 
between different markets—income tax 
returns and the number of retail out- 
lets. The problem then resolves itself 
into whether these two factors are ade- 
quate for measuring the variation in 
per capita consumption of individual 
commodities. If these two series show 
irregularities which tend to throw indi- 
vidual markets out of line, then the in- 
dex will presumably lead to erroneous 
results. 

The number of personal income tax 
returns is a notoriously poor series for 
certain sections of the country, and 
market analysts usually make it a point 
to combine this series with others which 
reflect purchasing power to minimize 
its wide variations. In the following 
pp. 16-17 passim. 

5 (bid. 
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the number of income tax returns 
mpared with total retail sales for 
states In 1929: 
Income Tax 
Returns per 
I, Popula- 1a 
tion Reta 
(1931) 


4! 


table shows that the ratio of in- 
tax returns between Mississippi 
\linnesota is roughly one to four, 
the ratio of total retail sales be- 
these two states is approximately 
to two. While the number of in- 
tax returns in New York is ap- 
nately ten times as large as the 
imber for Mississippi, the per capita 
| sales are less than three times as 
[hese discrepancies will be sub- 
iated by comparisons between 
er units, suchas counties and cities. 
» use of the number of retail out- 
rather than some measure of retail 
; volume, is open toserious question 
y market analysis work. In using 
number of outlets, each store ig 
nted once, regardless of its size} 
ether it be Macy’s with a reported 
s volume of over $150,000,000, or 
ghborhood subsistence grocery store}} 
given equal weight in compiling the 


The Curtis Index. The Curtis Pub- 
hing Company was a pioneer in the 
ingle index method. In 1922 the com- 

began to develop an index for 
mbinations of various market fac- 

but decided that Curtis Units 
e a better index of sales possibilities 
other commodities than any com- 
bination of market factors which they 
ild find. The term “Curtis Unit” 


hiladelphia: Curtis Publishing 


means the sale of one copy of any of 
the three Curtis magazines—7he Satur- 
day Evening Post, The Ladies Home 
Journal, and Country Gentleman. Total 
Curtis combined circulation is added 
up by states, and the percentage of 
total circulation which each state takes 
is used as the index for that state. The 
percentage of the total circulation in 
each state which is taken in each 
county and city is then calculated to 
give the index for each of these smaller 
units. 

The chief argument advanced in fa- 
vor of the use of the Curtis Index is that 
it is based upon sales data, rather than 
upon so-called “‘static”’ market factors. 
Since the circulation of the magazines 
represents purchases of a commodity 
which is bought by people having buy- 
ing power, presumably high standards 
of living, and who are literate, the ana- 
lyst is provided automatically with a 
good index of sales possibilities. As 
these publications have carried large 
amounts of advertising, it is also be- 
lieved that their circulation gives a 
guide to the responsiveness of markets 
to advertising messages. 

Another advantage claimed for the 
Curtis Index is that it is much more 
up to date than census figures. This ad- 
vantage would also hold in comparison 
to other indices which use census data. 
The Curtis Index is published annually. 

The chief theoretical weakness of the 
Curtis Index is probably the character- 
istic which is its greatest strength, 
namely, its use of sales of Curtis Units. 
While there is merit to the use of a 
series which reflects actual purchases 
on the part of consumers, one may 
question whether the purchase of these 
magazines provides a true summariza- 
tion of the purchasing power or buying 
habits of individuals in different mar- 
kets. Presumably there may be several 
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commodities for which the demand is 
of such nature that it would parallel 
the demand for the magazines; but on 
the other hand, it would appear logical 
that the magazines are a commodity 
with such peculiarities that the markets 
which are the best for them would not 
be the best for many commodities. 
Furthermore, there is no conclusive 
evidence that the sales for one pub- 
lisher only should be selected as a gen- 
eral market index, rather than the sales 
of a more diversified group of magazines. 


The Crowell Index. The Crowell Pub- 
lishing Company has developed an in- 
dex which attempts to analyze Census 
of Distribution data in order to differ- 
entiate between the sales and con- 
sumption of products. This distinction 
between sales and consumption is one 
which raises several vital questions in 
market analysis work. The results of 
the study by the Crowell Publishing 
Company point to wide differences be- 
tween total retail sales in cities and 
counties and the probable consumption 
in them. A comparison of two counties 
in Massachusetts, Suffolk (containing 
Boston) and Middlesex (containing the 
outlying cities of Cambridge, Lowell, 
Medford, etc.), shows that on the basis 
of several market indices Middlesex 
County is a much better consumer mar- 
ket.’ Census of Distribution data, how- 
ever, indicate that sales in Suffolk 
County are actually two and one-fifth 
times as large as those in Middlesex. 
This discrepancy is explained by the 
fact that Boston, in Suffolk County, is 
a shopping center for all surrounding 
counties, including Middlesex. 

The data from the Census of Distri- 
bution show that this apparent distor- 
7 The National Market and Crowell Circulations. New 
York: Crowell Publishing Company, 1933, pp. 185 
188. 


tion does not appear in the so-called 
convenience goods lines. The Crowell 
Publishing Company has, therefore, 
segregated sales of grocery and meat 
stores, filling stations, and country gen- 
eral stores from the total sales data, 
and calculated the percentage of the 
total state sales in these three types of 
outlets done in each county. Inaneffort 
to make some allowance for the fact 
that such an index would favor subur- 
ban sections at the expense of shopping 
centers, another index was compiled on 
a simple average of the percentage of 
each state’s automobiles and income 
tax returns in each county. These two 
indices were then averaged, weighting 
the former two times and the latter 
once, to produce the Crowell Consump- 
tion Index. 

The chief advantage of the Crowell 
Index lies in its effort to adjust sales 
data so that they will more adequately 
parallel the consumption of products. 
Its disadvantages appear to lie chiefly 
in the method employed. 

In the first place, there is no objec- 
tive basis for the adjustment. While 
one must grant that census data for the 
sales of convenience goods do not paral- 
lel the total retail sales data, these data 
in themselves do not measure the loca- 
tion of the consumption of all commod- 
ities. This is recognized by the Crowell 
Company in its use of income tax re- 
turns and automobile registrations in 
an effort to modify the data for sales of 
convenience goods. Yet the selection 
of these particular series for the modi- 
fication of the convenience goods data 
and the weights assigned to them is 
based entirely upon the judgment of 
the individuals who prepared the index. 

A second criticism of the index is the 
use of automobile registrations and in- 
come tax returns as the two modifying 
series, instead of others which might be 
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mployed. The difficulties encountered __ principal trading centers were based on 
the use of income tax returns has five of the original twenty-one factors. 
already been discussed. The automobile The potentials are expressed for states 
-egistration series also has its peculiar as a percentage of the total United 
haracteristics. States, for trading areas and trading 
A third criticism of the Crowell In- centers as percentages of the state total. 
lex is that the market analyst in many The only special advantage which 
is interested in sales, not con- this index claims is in the use of such a 
aption. In view of this fact, it ap- large number of factors for states. The 
nears that instead of attempting to company states that it experimented 
oroduce a general modification of the with several groups, using different 
‘ensus of Distribution sales data in weights, and came to the conclusion 
rder to estimate the geographic con- _ that the best index would be produced 
sumption of all products, the company _—_ by employing the large list of factors 
have served market analysts without weighting them. Many market 
-- by preparing a series of indices analysts believe that individual statis- 
ed upon the sales of different types _ tical series contain such peculiarities 
‘commodities. Granting that the total __ that there is an advantage in combining 
il sales series from the census has a relatively large number of them, in 
weakness of not paralleling the order that these peculiarities may have 

es of convenience goods, is not the an opportunity to offset one another. 
| conclusion that the distribution The chief criticism of the special 
e sales of convenience goods should _ characteristics of the I.M.C. Index 
ised as the basis for market analyses _ seems to be that the selection of factors 
y manufacturers of those products? has been guided by an effort to be all- 
Further analysis of census data could _ inclusive, rather than on any basis of 
n be made to provide indices to be careful selection. The list of twenty-one 
by manufacturers of shopping factors, used for the state indices, prac- 
ls and specialty items. tically exhausts the total number of 

market factors which are available. 
The International Magazine Company Another question might be raised re- 
x. In conjunction with its work in garding this index; that is, that there 
setting trading areas,*the International appears to be no scientific reason for 
\lagazine Company has worked out a_i using twenty-one factors for states, 
rket index for states, trading areas, | seven for trading areas, and only five 
trading centers. The index for for trading centers. If twenty-one fac- 
tes was constructed by a simple tors are necessary for states, it is very 
verage of twenty-one factors, classi- doubtful that only five should suffice 
ed under the following major types:? _ for trading centers. It appears probable 
1) people and homes; (2) standards of ' that a relatively small number of fac- 
ving; (3) buying power; and (4) dis- tors would be better in the larger 
tributive outlets. The trading area quo- _— geographic sections, and that if there 
tas were set up on the basis of seven _is any merit in using such a large num- 
rs selected from the original list of | ber as twenty-one, it would appear in 
enty-one, and the quotas for the the smaller subdivisions, where peculiar 
'rading Area System of Sales Control. New York: ® The Basis of Sales Quota Making. New York: Inter- 
nal Magazine Company, 1931. national Magazine Company, 1933, pp. I-3. 
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local conditions would cause some fac- 
tors to be out of line. 

The first three factors named for the 
state index are total population, urban 
population, and rural population. It 
is difficult to see the exact merit of 
combining these three factors in an 
index. The latter two are complemen- 
tary, and are the component parts 
of the first. If the sales of a product 
tend to follow urban population as op- 
posed to total population, then they 
most certainly do not follow rural pop- 
ulation. The reverse is equally true. 

The reason for including the number 
of wholesale outlets in setting quanti- 
tative potentials is also obscure. Whole- 
sale firms sell over wide areas and, in 
so far as these are of any influence in 
the index, would tend to increase it 
in wholesaling centers, to the detriment 
of other sections. The criticisms of the 
use of number of retail outlets in any 
index apply even more strongly to the 
I.M.C. Index, for it includes both the 
number of retail outlets and the num- 
ber of wholesale outlets as separate 
factors. Just as there is wide discrep- 
ancy in the size of individual retailing 
organizations, so too there are wide 
differences in the size of wholesaling 
units. 


The McCann Index. The McCann In- 
dex of General Buying Power was de- 
veloped on the basis of an analysis of 
retail sales for counties in Pennsyl- 
vania. Simple correlations between per 
capita county sales data and twenty- 
five factors led to the selection of the 
following series:' (1) number of income 
tax returns; (2) number of domestic 
lighting customers; (3) bank deposits; 


LL. D. H. Weld, The McCann Index of General 
Buying Power. New York: H. K. McCann Company, 
1930. 
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and (4) combined circulation of {o,, 
leading magazines. 

The chief argument in favor of th 
McCann Index is that it was set y; 
on the basis of multiple correlatio, 
methods. The use of this statistic; 
device presumably provided an accy. 
rate, objective method for the selectio; 
and weighting of the factors whic! 
made up the index. 

The fact that the original index wa 
based upon multiple correlation shoul 
not, however, confuse the use of thi 
index with the use of the multiple 
correlation method in a specific analy- 
sis. Once the results of the original cor- 
relation have been crystallized into t! 
form of an index, they take on the bas 
characteristics of all single indices. The 
correlation made was between tota 
retail sales and market factors fo; 
Pennsylvania counties, and is not ; 
correlation with sales data for a specifi 
product. 

Two of the series used in the inde 
are particularly open to question wher 
applied to various individual commoé- 
ities. The wired homes series is good for 
some products, but bears no logical re- 
lationship to the vast majority of com- 
modities. The bank deposits series ha: 
been found to be one of the very poor 
est of all the purchasing power series 
Bank deposits are highly concentratec 
in larger cities, and even the segreg: 
tion of savings bank deposits from 
total deposits does not overcome the 
difficulty. 
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The Retail Sales Index. The Censu 
of Distribution was first undertakes 
largely in response to the requests 
manufacturers, wholesalers, retailer 
advertising agencies, and others ét- 
gaged in marketing in the hope that '' 
would provide the best index of buying 
power that could be developed. Whit 
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r types of important infor- 
embodied in the census, one 

ef objects was that of provid- 
rate sales data which could be 
making marketing plans. Many 
acturers and market analysts 
mployed the findings in various 

; in quantitative market analysis 


‘le the statistics of the Census of 
ution or Census of Business re- 
tual sales, they cannot be effec- 

y used as a basis for the application 

. direct data method or the corol- 
ta method. The data for total 
sales by geographic divisions 
be considered only as a general 

dex, since they are composed of 


Sil 


heterogeneous assortment of many 


ent kinds of commodities. The 


tal sales figures, therefore, are most 


monly used as a general index to 
gz pe wer. 

he chief advantage of the use of 

| retail sales as a basis for the ap- 


ication of the single index method is 


t the data are based on actual pur- 
of commodities, rather than 
’ pepulation or wealth factors. 
resulting index, therefore, presum- 
takes into account the many fac- 
which influence a community’s 
ases, such as buying habits. 
ince the Census of Distribution pro- 


ied sales data gathered under govern- 


thority, the market analyst has 
leeling of security in using them. 
of the other methods, an in- 


vidual is frequently forced to use data 
which he may not have a consider- 
: degree of confidence. 


} 


eral objections to the use of cen- 
lata on total retail sales as a single 
have been raised. In the first 
it has been contended that they 
t measure the total power of peo- 
buy, because people do not spend 
their incomes in retail stores. Ap- 


proximately sixty per cent of the total 
national income is spent in retail estab- 
lishments. The criticism that retail 
sales on a county and city basis under- 
state the total buying power of counties 
and towns adjacent to large cities has 
already been mentioned. 

A third objection to the use of total 
retail sales as a general buying power 
index is that people in some parts of the 
country spend a relatively larger share 
of their total incomes in retail stores 
than do people in other sections. While 
this is probably true, the variation may 
not be sufficient to represent a serious 
limitation. 

Total retail sales gives no direct 
indication of the various price levels of 
purchases. It is at least theoretically 
possible that two sections with approxi- 
mately the same retail sales would 
differ greatly in the nature of commodi- 
ties purchased. In one section the 
products bought might be almost en- 
tirely in relatively low-priced items, 
while in another there might be a 
considerable market for high-priced 
luxuries. Total sales and per capita 
averages may thus exclude important 
detail regarding the nature of purchas- 
ing power. 

One of the chief objections to the use 
of total retail sales as a basis for a single 
index is that the data are too old by the 
time most analyses are made. They 
cover one calendar year, and were not 
available for 1929 in complete form un- 
til the middle of 1933. The complete 
data gathered in the Census of Ameri- 
can Business for 1933 were not avail- 
able until 1936. There is consequently 
a gap of from two to four years between 
the gathering and issuing of the infor- 
mation. 

A final objection to the data in the 
Census of Distribution which has been 
raised is that the statistics themselves 
contain inaccuracies. This criticism is 
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perhaps of some weight so far as some 
of the minor classifications are con- 
cerned, but the figures on total retail 
sales are probably sufficiently reliable 
for all practical purposes. 


The Fuller Brush Index. The Fuller 
Brush Index was based on the premise 
that if statistics showing the retail pur- 
chases of certain basic types of com- 
modities could be secured by localities, 
the resulting index would show where 
the marketing efforts for all manufac- 
turers producing that type of commod- 
ity should be thrown. If manufacturers 
of commodities in general use, for ex- 
ample, would pool their sales data, it 
was believed that the resulting index 
would give a true index of the market 
for commodities in that class. 

The plan was tried with a group of 
twelve companies manufacturing com- 
modities in general use which sold at 
retail prices ranging from one cent up 
to five dollars.'! The sales of these com- 
panies ranged from $10,000,000 to 
$100,000,000 per year. Each company 
reported its sales by states quarterly 
to a central clearing house, on the basis 
of the percentage of total domestic sales 
sold in each state. 

This index has been called the Fuller 
3rush Index because its theory and 
technique were developed by Mr. Ever- 
ett R. Smith, who was then associated 
with that company. The index was 
compiled from 1922 to 1929. At the 
end of the latter year it was abandoned 
because of the belief that the Census of 
Distribution would provide more com- 
plete and detailed information. 

In the opinion of the writer, it was 
unfortunate that this effort was aban- 
doned. Analysis of the census data led 


1! Everett R. Smith and P. W. Smith, “ Determining a 
Sales Quota Basis,” tv HARVARD BUSINESS REVIEW I, 
October, 1925, pp. 54fi 





Harvard Business Review 


to the conclusion that their nature ;, fe!" 
such that they do not represent a try: J 
index of sales possibilities for specifi 
types of commodities. Furthermore, th, 
data for the Fuller Brush Index wep 
reported quarterly. This not only {i|\ 
in the gaps between census studies, by; 
also provides much more current dat: 
since the latter are not available in {,/ 
form until two to four years after the 
have been gathered. Such an inde; 
would have a great advantage in auto. 
matically reflecting current busines 
conditions. As an effort to take buying 
habits adequately into account, it wa: 
also thoroughly commendable. 
There are obvious difficulties in the 
application of such an index. It is no \ 
easy to obtain reports from a sufficient 
number of typical firms necessary t 
provide an adequate sample. Change: 
in management and a natural tendenc 
to tire of any continuous market analy- 
sis operation would mitigate against it 
Overlapping channels of distributio: 
also throw errors into sales data r- 
ported by individual firms on the basi The 
of states. 


The Advertising Expenditure Ind . 
The use of an advertising expenditur § Th 
index does not appear to have beet 5 
tried as yet. However, the idea has bee: 
worked out, and is sufficiently interest- 
ing to warrant some consideration. eee 

In general, the basic theory of su ie 
an index is that consumer advertising 
is sO important in current marketing 
activities that it should control sales par 
quotas by being used as a basis {0 od 
the measurement of potential market Ai 
Such an index would have the advar- 
tage of reflecting buying habits as we! “i 
as purchasing power. With curret! 
methods of reporting advertising ¢ 
penditures, data could be readily gat 
ered. If the fundamental assumptio 
is accepted, this index would have tht 


















‘rther advantage of taking current 


iness conditions into account. It 
| be broken down by commodities, 
re avoiding the most funda- 
objection to the single index 


} 
‘4 
4 


‘he chief weakness of an advertising 


nditure index would appear to lie 


the uncertainty that its fundamental 


umption is literally true. Adver- 
ften spend money in markets 
proportion to the assumed 
of sales which they expect to 
ain in those markets. The policy of 
entrating expenditures in large 
centers in order to capitalize on 
influence of sales leadership in 
centers is rather common. 
Another difficulty would arise in 
iting advertising volume to small 
graphic units. The circulation of 
politan newspapers often goes far 
nd the markets in which they are 
hed. It has not been determined 
ther it would be necessary to allo- 


expenditures in national media. 


f Arl itrary Factors Method 


(he arbitrary factors method is one 
he oldest and simplest techniques 
| in quantitative market analysis. 
rst step in the use of this method 
election of a group of market 

on the basis of the experience 
judgment of the person or persons 
are conducting the analysis. Some- 
factors are compared with the 
sales of the firm for which the 

ysis is being made, or with total 

| sales. The essential nature of this 
od, indicated by the term “ Arbi- 
iry,”’ lies in the fact that personal 


idgment, rather than any scientific 


hnique, is used in the selection of the 
rs and other steps. 

\fter the factors to be used in the 
ysis have been selected, they are 

xt weighted. If in the judgment of 
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the analyst they are of about equal 
importance, no weights are assigned. 
If some of the factors appear to be more 
important than others, they are given 
special weights. Thus, in combining 
three factors, factor A might be 
weighted three times, factor B twice, 
and factor C once. The weights as- 
signed are based again on the estimates 
of the analyst. 

The factors are set up in terms of the 
percentage of the total units of each one 
which are assigned to each market. 
These percentages are then weighted, 
an average struck, and the resulting 
figure used as the market potential. 

This method has its chief advantage 
in that the conditions peculiar to each 
individual product are taken into ac- 
count. Each analysis is constructed 
specifically for the commodity for which 
the market is being measured. It is 
also easy and inexpensive to apply. The 
method is simple to understand, hence 
it has had wide acceptance by business 
men, The basis of selection and weight- 
ing factors is usually agreed to by the 
persons who are to use the analysis, 
thus furthering its acceptance. 

The fundamental weakness of this 
method lies in its arbitrary nature. 
What is called judgment is usually 
guesswork. There is no scientific basis 
for the selection and weighting of the 
factors; all this is left to human 
intuition. 

The dangers of this method are read- 
ily seen when one has studied quanti- 
tative analysis thoroughly enough to 
see how very different the true relation- 
ship between individual factors and 
commodities may be from the apparent 
relationships which persons often as- 
sume to exist. 

An analysis of the relationship be- 
tween income factors and the market 
for specific commodities will illustrate. 
Some measure of income, or buying 
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power, is nearly always employed in the 
arbitrary factors method.'? Studies 
of the consumption of lard, however, 
show that the market runs directly 
opposite to incomes. The lower the 
income in a section, the greater the 
potential market for lard; in the higher 
income brackets, very little lard is con- 
sumed. In such an apparent case, the 
analyst who is applying the arbitrary 
factors methods should not be misled. 
However, there are many instances in 
which all logical reasoning might ap- 
pear to point to the use of an income 
factor in an arbitrary factors analysis, 
yet this is not necessarily true. A study 
of the market for washing machines is a 
case in point.'* Here is a high-priced 
specialty, yet an analysis of washing 
machines sales in 1931 showed that 
once one gets beyond the range of 
extra-marginal income groups, who do 
not have money to buy the product 
even on an easy-terms basis, the extent 
to which washing machines are used 
runs quite directly opposite to the 
amount of income. This may be demon- 
strated statistically. It also checks with 
experience and common sense when we 
realize that people with higher incomes, 
living in cities, tend to employ maids 
and send their laundry out of their 
homes. 

A very interesting example of an 
unusual case in which we have a product 
where one would assume that sales 
would parallel income, yet in fact do 
not, is that of a certain high-priced 
shoe. This shoe has sold as high as 
$20 and the lowest price at which it has 
been offered to the public is $8. Here 
we have what would appear to be a 
class item, and people selling the prod- 
uct assumed for years that their best 
market was among the higher income 


Since single indices almost invariably include some 


measure ¢ purchasing power, the same criticism 


applies to them 
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groups. A careful analysis of their sale; 
potential brought out the fact that thy 
best market for this shoe, which wa 
largely on the basis of comfort ané 
health, is among people of relative) 
low income, but to whom foot healt} 
and foot comfort is essential in pur. 
suing their occupations. 

Study of many of the factors con. 
monly used in the arbitrary factor 
method will show, upon close analysis 
peculiarities which are often over. 
looked. Native White Families is fre. 
quently used. Many people assume that 
native whites are literate, have high 
standards of living, and in genera 
represent a high grade market. Such 
assumptions completely overlook the 
vast numbers of “poor whites” in 
certain Southern states and the fact 


that foreign elements in the population 


are the very best market for many 
commodities. 

Another example of the weakness 
human judgment in such matters i 
the almost universal assumption that 
climatic conditions, such as cold 
weather, are an index of the market for 
cough remedies. Many studies on the 
relation of the common cold to weather 
conditions have been made. The earlier 
studies were reported with considerable 
enthusiasm, but Louis I. Dublin, Statis- 
tician for the Metropolitan Life Insur- 
ance Company, who perhaps did the 
best work in this field, states, “Sud 
sequent attempts to confirm our obser- 
vations resulted in failure.” 
recent analysis of the market for coug’ 
remedies indicated that weather co 
ditions, even when carefully analyze 
into component elements (such as tem 
perature, rainfall, and humidity) giv 
no reliable measurement of the marke! 
for cough and cold proprietaries."’ 
18The illustrations are from multiple correla 


studies made by the writer, 1931-1935. 
14 Study made by the writer, 1933. 
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arbitrary factors method is a 


r Sales rl 
Lal the method of pure guess work, and as 
Wa sich has no place in the scientific 
t and measurement of markets. The only 
excuse for its use is as a stop-gap 
heal method to be employed in the absence 


1 pur. fa better one. 


Family Budget Method 
actor Many of the methods discussed so 
alysi r have been criticized because they 
OVer- - a direct approach to the problem 
s fre. juantitative market analysis. The 
e that mily budget method has been sug- 
hig! vested as one means of taking these 
>nera analyses more directly.® 
Suc his method would involve the 
c the gathering of data on expenditures for 
” in lities from a sufficient number 
fact families to serve as an adequate 
ation sample for the various territories being 
nan} analyzed. On the basis of this sample, 
total potential market would be 
8S 0) rectly estimated. The advantages of 
method would be similar to those 
mentioned. 
col¢ ‘here are certain limitations which 
t for militate against its actual use in market 
| analysis. In the first place, the data 
ther would need to be much more specific 
1 than any budget studies now made. 
abi Instead of gathering information on 
ats- expenditures for food and clothing, the 
analyst would require data on 
ffee, overcoats, men’s shoes, and 
r buttons. 
his need for more specific data 
would magnify the errors in reporting, 
ug even if it were possible to obtain the 
peration of consumers. Some of 
lifficulties have been encountered 


SUI- market 





Hinrichs, “The Measurement of Consumer 
nomic Planning,” American Market- 
» 1934, p. OI. 

ng example of a large scale appli- 


1 


nsumption rate method, see “The 
Consumer Index,” prepared by Crossley, 
y . ’ . 
i Actual consumption rates are not 


the use of average national rates 
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by ambitious college publications which 
have sought to gather data on ex- 
penditures of students for individual 
commodities. 

The cost of securing such data, unless 
a by-product of some government 
survey, would be prohibitive. This 
method has not been tried, to the 
writers knowledge, and is at present 
merely a thought-provoking hypothesis. 


The Consumption Rate Method 


Like the family budget method, the 
consumption rate method of quantita- 
tive analysis seeks to obtain direct 
information on the consumption of 
commodities. The difference between 
the two methods is that the former 
would obtain records on a wide variety 
of expenditures over a relatively long 
period of time. In the consumption rate 
method, the study is limited to one ora 
very few commodities, and the data 
are gathered in a relatively short period 
of time. 

Two general methods of applying the 
consumption rate method have been 
suggested. The first is based on survey 
inquiries among groups of consumers 
who report their annual or monthly 
consumption of commodities.'’® This 
approach has been frequently used by 
advertising mediums.” There are many 
reasons why consumers cannot accu- 
rately estimate their rate of consump- 
tion of a given commodity.” 

The second method is based on an 
effort to use more scientific controls 
in the gathering of the data. One plan 
calls for placing samples of the com- 
modity in homes, checking on how long 


applied against the percentage of families using prod- 
ucts, the consumption rate method is approximated. 
17 See ‘‘Consumer Analysis of the Greater Milwaukee 
Market,” The Milwaukee Journal, 1934, and “ Bath- 
room and Dressing Table Inventory,” The Cleveland 
Press, 1935. 

1 See D. R. G. Cowan, Rates of Consumption, Social 
Science Research Council, Bul. 7, 1932, p. 47 
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they have lasted, and calculating 
standard consumption rates from these 
data. To this form it is objected that 
the situation with a free sample is 
abnormal, and the rates of consumption 
will be biased. Another plan uses the 
survey method, but shortens the period 
and removes generalization from the 
consumer data. Instead of asking the 
consumer to estimate his or her rate 
of consumption, data are obtained on 
(1) date he began using the last pur- 
chase, (2) amount of last purchase, and 
(3) amount remaining in home. 

To indicate the results obtained by 
the latter variation of the method, an 
example may be cited. A manufacturer 
of a small kitchen specialty had been 
making quantitative studies, using the 
consumption rate method. Several dif- 
ferent organizations had conducted 
studies, all using various modifications 
of the approach based on asking the 
annual, semi-annual, or monthly con- 
sumption. Checks of the results of such 
studies against sales data indicated 
that they widely overestimated the 
market. A study which introduced more 
scientific controls, obtaining specific 
data for most recent purchases, came 
within less than ten per cent of actual 
sales.’ 

One of the prime advantages of the 
consumption rate method is that it 
breaks down the total potential market 
in a very significant manner. Merely to 
measure the total potential consump- 
tion of a commodity is important, but 
there are various descriptions of this 
magnitude which are also important. 
One of these is the intensity or exten- 
sity of the development of the market. 
A given potential volume of, say, 5,000 
cases of a certain product may be based 
upon (1) a relatively small proportion 
of the population which consumes large 
amounts per capita, or (2) a relatively 


‘9 Study made by the writer, 1933. 


Harvard Business Review 


large proportion of the populatio, 
which consumes small amounts pe; 
capita. This distinction is of fund. 
mental importance in advertising an; 
sales policy. 

Since the original data are in the 
form of individual case histories, the 
admit of various statistical classificz. 
tions and treatment which will briny 
out significant facts as to the nature, x 
well as the size, of the potential mar. 
ket. For example, the variation in rate 
of consumption between racial, occupi. 
tional, and income groups may be anz 
lyzed. The other advantages of thi 
method are those which have been dis. 
cussed for the family budget method. 

The chief limitation on this method 
is the lack of adequate scientific base 
on which to determine true rates of con- 
sumption. The most commonly used 
method is the consumer interview, usv- 
ally obtaining rates for a long period «! 
time, which involves generalization o: 
the part of the consumer. This encour: 
ters serious limitations of consumers a 
a source of information. A second weak: 
ness of such studies is that they usual) 


cover only relatively short periods «| 


time, thus making no allowance for in- 
portant seasonal variations. A thir 
limitation is cost. To obtain a sufi 
ciently large number of cases which are 
accurately measured is laborious an¢ 
costly. This high cost per case may lead 
to a tendency to work with incomplete 
samples. 


In an effort to develop a more sciet- 
tific approach than those utilized above, 
methods of multiple correlation have 
recently been applied to the problem 
of quantitative market analysis. Thi 
method wili be discussed in the follow 
ing article, which will also show the 
results of a comprehensive test of th 
relative accuracy of the methods mos 


commonly used. 

















inde. OPERATING EXPENSES AND EXECUTIVE 
g ang COMPENSATION POLICIES OF INVESTMENT 
COMPANIES: 1929-1935 





» th BY JOHN CALHOUN BAKER 
$171Ca- 
brin, NVESTMENT companies, organ- ecutive compensation, and assets of 
Ire, 2 ized for the most part to invest — secondary significance, whereas for in- 
| mar- and manage stockholders’ funds, |vestment companies assets were of basic 
\ rates ire at present a particularly interesting importance. The inherent nature of 
Cupa group of corporations toconsider. Elab- __ these and other differences led, there- 
e ans Fe : statistical data concerning them _ fore, to considerable variation from 
f tl recently became available for analysis, earlier studies! and the placing of major 
n dis and important public investigations are emphasis on gross income, net as- 
hod being conducted revealing past and _ sets, operating expenses, and executive 
ethod irrent practices and policies. Histor- salaries. Furthermore, of particular 
base ally also, the present is a period of interest in this study as it applies to 
f con- ritical appraisal of these companies, executive compensation is the multi- 
used which had developed rapidly during _ plicity of ways in which officers are paid 
the nineteen twenties. The rise of such and the variations in such payments, 
i nies in this country paralleled a _ the presence of controlling groups, and 
non— © simila r growth in England during the _ the substantial share of gross income 
coun: | eighteen eighties and eighteen nineties. absorbed by executive and manage- 
ers ai | [his study, undertaken to discover ment groups in their operations. 
weak whether the officers of investment com- Select; Thi Six C 
ua panies were paidinsimilarwaystoand “* ee of Thirty-Six Companies for 
ds in comparable amounts with officers of ouay 
yr im industrial and retail companies, early Although considerable statistical in- 
third lisclosed great dissimilarities between formation was secured for 80-odd 
sufi investment and industrial companies. publicly owned investment companies, 
For example, with industrial com- the total number included in the anal- 
; and panies, sales volume and earnings were ysis was finally reduced to 362, because 
r lead important items in measuring ex- of the wide differences in purpose, 
pier have appeared in previous issues of Capital Administration Company, Ltd. 
BUSINESS REVIEW are “Compensation of Central States Electric Corp. 
Executives—The 1928-1932 Record,” Chicago Cory 
os 321-333, by the author and William Dividend Shares, Inc. 
— ve Compensation Compared with Electric Shareholdings Corp. 
Dove I ” Winter, 1936, pp. 213-244, and “‘Incentive Equity Corp. (The) 
have n Plans for Executives,” Autumn, 1936, General American Investors Company, Inc. 
re ea Incorporated Investors Company 
ene panies included in this study are Lehman Corp. 
Thi ( y Massachusetts Investors Trust 
lov il Investing C Mayflower Associates, Inc. 
© Power & Light Corr Oilstocks, Ltd. 
: ean Securities Company Overseas Securities Company, Inc. 
1 a al Corp Pacific Eastern Corp. 
n Petroleum Corp. of America 
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statistical data available, and policies. 
Information for this study was secured 
from the annual reports of investment 
companies, the records of the Federal 
Trade Commission and the Securities 
and Exchange Commission, listing 
statements, and other public sources. 

The companies chosen differed 
greatly in size, the average net assets® 
in 1935 ranging from slightly over 
$900,000 for the smallest to more than 
$75,000,000 for the largest. All but 
three of the concerns had assets of 
$5,000,000 or more in 1935. An exam- 
ination was made of the 36 companies 
according to their average net assets 
in 1935, contrasted with figures for 
1929 wherever they were available. The 
typical net asset figure (median‘) for 
the entire group in 1935 was $25,000,- 
ooo. Total net assets for the 36 com- 
panies combined in that year amounted 
to $974,000,000. This contrasts with a 
total of almost $1,500,000,000 for 28 
of the 36 investment companies in 
929. The same 28 firms in 1935 had 
assets totalling $704,000,000 or less 
than one-half of the 1929 figure. Not 
too much is to be read into such an 
average decline, since many other fac- 
tors in addition to the shrinkage in 
stock prices were present. Variations 
from the average by individual com- 
panies were wide, fortunate or unfor- 
tunate management policies playing 


Phoenix Securities Company 
Prudential Invest rs, Inc 

Quarterly Income Shares, Inc 

Railway & Lights Securities Company 


Selected Industries, Inc 
Shenandoah Cory; 
Solvay American Investment Corp 


Standard Investing Cory 

State Street Investment Cory 

Sterling Securities Corp. 

Tri-Continental Corp 

U. S. & Foreign Securities Cor 

U. S. & Internat al Sec Cor 

Utility I } les \ 

>The net assets figure is obtained by subtracting 


ee P , a . 
current liabilities from total assets, usually defined by 
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their part in differentiating one from 
another. Certain of the companie; 
added to their assets from year to year 
by the sale of shares, while others de. 
creased their assets by purchasing 
their own securities. Still other com. 
panies merged or made changes in their 
corporate structure. 

The companies varied in respects 
other than size or change in asset 
values. If corporate structure is used 
as an indication of type, for example, 
26 are found to be leverage companies 
and 10 to be non-leverage companies, 
Another important difference is in man- 
agement plans. Of the 33 companies 
reporting on this question, 20 had man- 
agement or service agreements in 1935 
while 13 had no such arrangements. 


Gross Income in Relation to Net Assets 


The percentage of gross income’ t 
net assets indicates roughly the average 
yield on an investment company’s capi- 
tal. In 1935 the yield for the 36 firms 
ranged from slightly over 0.5% of the 
average net assets to almost 5.5%. The 
median percentage (Table I) was 3.7%, 
the lowest typical figure for this item 
in the seven years studied. The years 
of highest yield were, as might be 
expected, 1931 and 1932, when the 
medians were 6.0% and 5.8% respec- 
tively or half again as large as the figure 
for 1935. For the six years 1930-1935 


the company as at market or approximate market 
value. The average net assets figure for a company !s 


end of the fiscal year and dividing by two. 

4The median for a particular item is secured by a! 
ranging the figures reported for the individual ¢ 
panies in order of their magnitude. The middle item 
such a series, or the average of the middle two items 
there is an even number of figures in the tabulat 
constitutes the median. Such an average 
affected by unusually high or low figures, as w 

the case with the arithmetic average of all the fig 
in the series. 

’ Four of these paid no fees in 1935. 

6 Gross income includes all income of a compan 
dividends, interest, and underwriting and service tee 
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TABLE I 


ME AS A PERCENTAGE OF Net AsSETS FOR 36* INVESTMENT COMPANIES, 1929-1936 


ed, the percentage of gross in- 
et assets typically was 5.1%.’ 
seemed reasonable to expect that 
age companies, since they depend 
lequate gross income to meet pre- 
| dividends or fixed charges, might 
their investment policies more 
toward income than the non- 
companies. Figures for the 
ips in Table I show, as ex- 

1, that the leverage companies in 
ir did tend to secure somewhat 

| yields than did non-leverage 
mpanies. The median in 1935 for 
rage firms was 3.3%, and for 

ize concerns, 4.0%. Figures for 
entire period 1930-1935 cumulated 
wed a slightly wider difference, the 
leverage companies securing 4.2% 

ts and the leverage companies 


4 O07 


ing 5.3%. 


be remembered in consider- 


ng these figures that the samples of 


reviewed are small, particularly 
n-leverage group. Also the ex- 
ranges of the percentages for 
groups are wide. Too much de- 
e, therefore, cannot be placed 
adequacy of the averages pre- 
\n examination of all the 36 
nies, however, shows that 5 of 
) firms having the lowest yields 
1935 were non-leverage companies, 
{ the 9 firms having the highest 
vere leverage companies. 


™< 


other hand, size seemed to 
little difference in the rate 


I 25 companies 


> figures 


? 1 re . ] ] + 1? 
Ata Were aValiaDie fora 


years. 


figures) 


1930-1935 


34. «19033 =— 1932-1937 ~=—1930 0S 19290 Cumulated 
Jo 4-2% 5§.8% 6.0% 4.8! 4 5.1% 
re 6 6.1 5.8 4.9 a 
2.2 4-4 5.1 4.5 4.1 4.2 
he median g being dete j e items ava e for the 
based on data for the 28 companies reporting figures for the entire 


of income realized on net assets. As 
a preliminary step in establishing a 
grouping of the companies by size, a 
test was made of the relation of gross 
income in dollars to net assets in dol- 
lars. A scatter diagram, reproduced as 
. » Tey 
Chart I, was prepared in which each 
point indicated, by its distance from 
CHART | 
Net Assets AND Gross INCOME FOR 36 
INVESTMENT COMPANIES, 1935 
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the left-hand vertical, the gross income 
of one particular company in 1935, and 
by its distance from the base line, the 
net assets of the same company. From 
the chart it appeared that there was a 
clear correlation between the two items 
in 1935. Firms with large assets had 
large gross income, while firms with 








relatively small net assets had small 
dollar income. It was feasible, there- 
fore, to classify the firms in three size 
groups in which both gross income and 
net assets were used as limiting factors. 
These three groups were selected as 
follows: 

(1) Sixteen small firms with average 
net assets of less than $20,000,000 and 
gross income of less than $750,000. 

Twelve medium-sized firms with 
average net assets of from $20,000,000 
to $40,000,000 and gross income of 
from $750,000 to $1,500,000. 

(3) Seven large firms with average 
net assets of $40,000,000 or more and 
gross income of $1,500,000 or more. Six 
firms were clearly in this group, and 
one additional company with $39,773,- 
830 in assets and $1,768,668 in gross 
income was also included. 

It should be noted that one company 
with net assets of over $30,000,000 and 
gross income of less than $750,000 was 
excluded from the classification accord- 
ing to size, since it could not be assigned 
to any one of the three groups. 

The median percentage for gross in- 
come to net assets for the group of small 
trusts in 1935 was 3.9%; for the group 
of middle-sized firms, 3.5%; and for 
the group of large companies, 4.1%. 
The small differences in these percent- 
ages reflect the situation shown in 
Chart I. The “line of fit” indicated in 
this chart and the narrow margin on 
either side of the line within which the 
points fall reveal the uniformity of the 
relationship between income and assets. 


Operating Expenses and Gross Income 


Dollar operating expenses’ of the 36 
investment companies in 1935 varied 
from less than $10,000 in the case of 


8 Total operating expense includes a itlavs except 


interest payments and Federal and state taxes Ipor 
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two small firms to approximately 
$1,500,000 for one of the largest con- 
cerns. Obviously with such a wide 


range of expense, it was necessary t 


express the figures in some form which 
would facilitate intercompany compar. 
isons. Gross income—the sum of the 
receipts from interest, dividends, and 
underwriting fees—was selected as one 
of the bases for computing percentages; 


assets was selected as another. 


The comparison of expenses wit! 
gross income must obviously be used 
with caution. Certain investment con- 
panies aim at appreciation in asset 
values rather than at the maintenance 
or increase of gross income, and it is 
reasonable to suppose that the differ- 


ence in policy affects dollar receipts 
Nevertheless it seemed desirable 


calculate the relation of expense to the 
income available to defray that ex- 


pense. Furthermore, Chart I show 
very clearly the close relationship be 


tween assets and income, though the 


latter may not be the primary objec 


of management. Percentage figures for 
the years 1929-1935 and for the cumu- 
lated period 1930-1935 according} 


were prepared for the individual con 


panies and the median figures for the 
group for each year were obtained. 


These appear in Table II. 


The median percentage for 1935 was 
19.3 %- The 36 firms typically spent for 
ope rule expense in 1935 almost one- 
fifth, or 20 cents out of every dollar o! 


dividends, interest, underwriting fee 
and other sums received. Attent 


again should be called to the fact that 
leter- 


these proportions are in part dé 
mined by investment policy. The ran 
of the percentages among compa anies 


was wide, varying from 5.4% to over 
100.0%—the latter figure for three 
companies which did not secure income 
sufficient to meet operating expenses. 














Cc 

wid (median figures) 

= : 1930-1935 
=. 1935 34 19337 1932 103% 1930 1929 Cumulated 
VNIch , Expenses 19.3% 17.5% 20.9% 16.7% 11.9% 12.2% 15.5% 16.0% 
npa es for the entire pe , the median given being determined from the items available for the 
“— : ¢ ears 1930-1935 was based on data for the 3 yanies reporting figures for the entire 
ity ne-fourth of the companies less _ figure for operating expense as a per- 
> ( o e . 

15% of gross income to operate, centage of income. Between 1930 and 
- another fourth of the companies 1931 expense declined ata slightly more 
ia nt over 26% for operating costs;the rapid rate than did dollar income, and 
se maining half of the companies spent _ the percentage figure for total expense 
Ud ‘ . ‘ a] 
nts lying between these percent- _ fell slightly below that for 1930. From 

oes . Not only were there pronounced 1931 to 1932, however, income was 
ASS . . . . . 

i ferences among the companies inthe _ greatly diminished and expenses were 
a ntages for one year, but also there 

1 TABLE III 


reat variations in the percentages 

1 year to year. The median per- 

tage fluctuated from 11.9% in 1931, 

west year, to almost 21.0% in 

1933, the highest year. The median 

ntage for the period 1930-1935 

¢ O° 

In order to throw light on the dif- 

in the annual median percent- 

: year-to-year changes in dollar 

for income and operating ex- 

were examined. Index figures, 

1935 as 100, were calculated 

items for each of the 20 invest- 

mpanies reporting income and 

for all of the seven years 1929- 

1935. These figures were tabulated and 

were determined. These are 

-d below, in Table III, together 

median figures for total op- 

erating expense as a percentage of gross 
i 





the figures presented here are 
they cannot be expected to 
ctly together. Nevertheless 
serve to explain the major 

in the expense percentages. It 
‘evident from the figures that 
ome increased from 1929 to 
vhile dollar expense fell. This is 
1 in the drop in the median 
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TABLE II 


EXPENSES AS A PERCENTAGE OF Gross INCOME FoR 36* INVESTMENT COMPANIES, 1929-1935 











34! 




































FLUCTUATION IN OPERATING EXPENSES AND Gross 
INCOMI 
(median figures) 


Index of Tota 


il Oper- 


Index of Total Oper- ating Expense 
Gr Income ating Expense Percentage of 
Year 1935 J0O L935 = 10 Gross Income 
1929 19f 2158 <.. & 
193 22 16 [2.2 
1931 193 120 I1.9 
1932 11d 93 16.7 
1933 go IO! 20.9 
1934 I 96 7.8 
1935 10 I 19.3 


not correspondingly reduced; as a con- 
sequence the expense percentage rose. 
Still further decreases in dollar income 
in 1933 were accompanied by slight 
increases in dollar expense, and the 
expense percentage climbed to the high- 
est figure recorded, typically 20.9%. 
For the years 1933, 1934, and 1935 
dollar income remained fairly uniform 
while dollar expense varied slightly. 
The median expense percentages show 
variations in these years but they tend 
to be more like the high 1933 figure 
than the lower rates typical of the 
earlier years. 


Operating Expenses Related to Assets 


As suggested previously the com- 
monly accepted base for measuring 
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management results and costs among 
investment companies is assets. For 
this reason, before concluding this sec- 
tion of the study, operating expenses 
have been compared to assets. 

The relationship of operating expense 
to net assets was secured for each indi- 
vidual company studied, and Table IV 
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On Table IV median figures also ap. 
pear indicating the relation of operat. 
ing expense to assets for leverage and 
non-leverage companies. The figures 


are practically the same for both 
groups, 0.81% and 0.75% of net assets 
for non-leverage and for leverage com. 
panies in 1935, and 0.73% and 0.80% 


TABLE IV 
OpeRATING EXPENSES AS A PERCENTAGE OF NET ASSETS FOR 36* INVESTMENT COMPANIES, 1929~10975 
(median figures) 
10. 
1035 1934 1933 1932 1031 1930 1929 Cumyu 
Operating Expense 
All Companies 77% 9.79%, 8c % 82% 67% 62% 0.74% 72 
Leverage Companies 75 0.8 0.93 78 0.63 0.62 0.73 
Non-Leverage Companies SI 0.73 0.71 82 I .O 72 1.05 Re 
* Figures were not available for all 36 companies for the entire period, the median given be ” he items ava 
yea yuestion. The median for the combined years 1930-1935 was based on data for the 28 companies for which data were 
the entire six years 


was prepared to show the median per- 
centages for each year from 1929 
through 1935 and for the cumulated 
years 1930-1935. Typically no great 
change in the expense percentages oc- 
curred between 1929, when the median 
was 0.74%, and 1935, when it was 
0.77% of net assets. In 1933 this ratio 
reached a peak of 0.85%. For the six 
years 1930-1935 cumulated the median 
was 0.72%. The extreme decline in 
asset values during the depression is 
reflected to a surprisingly small degree 
in somewhat higher ratios of expense 
to assets in those years. In several com- 
panies, in fact, the percentage of ex- 
pense to declined after 1929. 
The medians in Table IV were based 
on varying numbers of firms in the dif- 


assets 


ferent years since data were not avail- 
able for all companies through the 
period.® 


t wise, before drawing any conclusions 
examine 


* It was though 
the 
the figures for the 
throughout the period. The figures for these companies 
were 


concerning trend of the percentages, to 


22 firms that reported consistently 
and the following medians 
be seen, these figures differ little 
| the companies in 


segregated 


As 


were 


ai 
secured. will 


from the medians presented for all 


Table IV. 


in 1934. Investigation into the effect of 
size of company on the operating ex- 
pense percentages revealed no marked 
differences for small, medium-sized, 
and large firms. Companies with assets 
of less than $20,000,000 incurred op- 
erating expense in 1935 amounting to 
0.8% of their net assets; concerns with 
assets of $20,000,000 to $40,000,000 
typically incurred 0.6%, while firms 
with assets of $40,000,000 or more had 
expenses equal to 0.8% of their net 
assets. As stated earlier in the study, 
the size groups are made up of small 
numbers of companies, and conclusions 
drawn from the data at best must be 
considered as tentative. The foregoing 
variations according to size are ex- 
tremely small and are not significant. 


Payments to Executive Officers 


In the previous paragraphs the write! 
described briefly in summary form the 


Operating Expense as a Percentage of Net Asset 


1929 0.74' 
1930 0.67 
1931 0.67 
1932 0.81 
1933 0.92 
1934 0.79 
1935 0.74 











30 ap- 








cross income, operating ex- 
and the relationships among 
items for a limited group of in- 
ment companies. Such steps were 
sary to furnish background for 
‘s study, the chief purpose of which 
; to examine executive compensation 
ies of investment companies. From 
oint, however, it will be the ob- 
of the analysis to study the execu- 
compensation practices of these 
nies and their relationships to 
, income, and expenses. Emphasis 
will be placed on actual dollar 
unts paid to officers. The analysis 
mplicated by the management 
ies of investment companies, some 
ng their own full-time officers, 
‘'s paying management fees, others 
ig both, and a few having officers 
1 only nominal fees. 


In addition, the definition of execu- 


ré 


pes ol 


compensation presented many 
because of the various 

remuneration. Unless other- 

tated, the term is limited to total 

salary if such salary amounted to 
an $1,000 per year. 


uities 


Management 
and Gross Income 


Compensation, 


utive compensation figures ex- 
| as percentages of gross income 
Table V for the 33 firms 
ting the data. Changes in manage- 
licy over the period studied, 
of data for some of the firms 


piven in 


TABLE \V 
COMPENSATION AS A PERCENTAGE OF 
E FOR 33* INVESTMENT COMPANIES, 
1934-1935 


median Ngures) 


Paying Management Fees 0.9 0.7 
Not Paying Management 
4.9 4.6 
nies had no executive compensation figures 
i 
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for the early years, made it advisable 
to confine the information presented 
to the years 1934 and 1935. 

For individual companies the figures 
ranged from 0.0% of gross income, re- 
ported by four companies with manage- 
ment arrangements, to 24.5%. The 
median percentage was 3.6%. Similar 
figures were found to be characteristic 
of 1934. The effect of management 
arrangements on executive compensa- 
tion payments, as might be expected, 
was very great. For the companies pay- 
ing no management executive 
compensation typically required 4.6% 
and 4.9% of the gross income in 1934 
and 1935. In contrast, for firms paying 
management fees the compensation of 
company executives on the average 
amounted to but 0.7% and 0.9% of the 
gross income in those two years. All 
these figures were higher in 1935 than 


in 1934. 


fees » 


Executive Compensation, Management 
Fees, and Operating Expense 


A large share of the total expense 
of an investment company is incurred 
for either executive compensation, 
management fees, or both. An exam- 
ination was made to indicate the 
proportion of total expense paid to 
officers or to management organiza- 
tions for statistical, accounting, and 
advisory service. Table VI shows the 
median figures for executive compensa- 
tion and management fees as a per- 
centage of operating expense in 1934 
and 1935. 

For the 30 companies reporting ex- 
ecutive compensation expense in 1935, 
about one-seventh (median 14.1%) of 
the total expense typically was for 
executive payments. The median figure 
for this group of companies means 
little, however, as the figures for the 
individual companies vary greatly. 
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Several firms, for example, incurred no 
expense for executive salaries but paid 
substantial sums to management com- 
panies. Still other firms had executive 
compensation amounting to more than 
half the total operating expense. 
Management fees commonly ac- 
counted for about 53% of the total 
operating expense. The share of the 


The range in the percentages {o; 
executive compensation to net asset; 
in the companies reporting for 193; 
varied from 0.0% to 0.33%, and fo; 
1934 from 0.0% to 0.75%. The mediay 
for the entire group in 1935 was 0.13%, 
and in 1934, 0.15%; for the group 
paying management fees, in 193 
0.03 % and in 1934, 0.05%; and for the 


TABLE VI 
Executive CoMPENSATION AND MANAGEMENT Fees Parp as PERCENTAGES OF TOTAL OPERATING Expens: 
(median figures) 


L935 1934 
Number of Executive Management Number of Executive Managemen: 
Companies Compensation Fees Companies Compensation Fees 
All Companies 30 14.1% 31 19.1% 
Companies Paying Manage- 16* 3.2 52.8% 14T 3.7 53.29 
ment Fees 
Companies Not Paying Man- 
agement Fees 16 30.5 18 30.8 
* For two of these companies executive compensation figures were not available. 


ne of these companies executive compensation figures were not available. 


expense going to management com- 
panies varied, however, from about 
13% to over 75%, depending on the 
extent to which the executive functions 
were assumed for the investment com- 
pany by the management group. Four 
of the five investment companies which 
paid less than 25 % of their total operat- 
ing costs for management fees in 1935 
had additional executive payments 
accounting for from 14.6% to 26.2% of 
total expense. On the other hand, firms 
paying 45.0% or more of their total 
costs to outside companies incurred 


less than 6.0% of total operating costs 
for their own executives. 


Executive Compensation, Management 
Fees, and Net Assets 

In 1935 only 26 of the 36 companies 
reported any expenditure for executive 
compensation as defined in this study.?° 
Of the 26 companies, 10 paid manage- 
ment fees in addition to executive sal- 
aries and 16 did not. 
10The other Io either paid less than $1,000 to their 
executives or did not report on the matter; 6 of them 


paid management fees. 


group not paying management fees, in 
1935, 0.17% and in 1934, 0.20%. The 
classification of companies into tw 
groups, those paying and those not 
paying management fees, was based 
on conditions in 1934 and 1935. The 
determination of similar percentages 
for previous years could not be accom- 
plished without further inquiry into 
management arrangements. For that 
reason data for only two years are 
included in Table VI. 

For the 16 companies paying man- 
agement fees in 1935, such fees typi- 
cally amounted to 0.47% of the net 
assets. The corresponding figure for 
1934 was 0.51%. These medians clearly 
reflect the general policy of g of the 
firms, which paid 14 of 1% of their net 
assets annually as management fees. 


Effect of Size on Executive Compensation 
and Expense 
Size frequently is considered an out- 
standing factor in the relationship 
between operating expenses, executive 
compensation, gross income, and assets: 











>> > 7 


> 









nedian 


.13 
grou; 
1935 
Or the 





Ail 


OA rr 


VII was prepared to indicate in 
form the possible effect of 

many of the expense ratios of 
ment companies. As indicated 
isly, size affects the percentages 
rage gross income to average net 
very little. The same is true for 
relationships between operating 
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companies paying management fees 
were contrasted with those having 
salaried executives or their equivalent 
to discover the effect on operating ex- 
pense of the two types of management. 
In order to compare the figures for the 
two types of firms the investment com- 
panies were separated into two groups, 


TABLE VII 


RAT 


NG Ficures For 35* INvEsTMENT Companies CLassiF1ED AccorDING TO Size, 1935 


(medians) 


Size of Company 


Assets of Assets of Assets of 
Less than $20,000,000 to $40,000,000 
$20,000,000 $40,000,000 or More 
Gross Income Gross Income of Gross Income of 
of Less than $750,000 to $7,500,000 
Item $750,000 $7,500,000 or More 
- panies 16 12 7 
Assets tf $9,145,267 $30,751,563 $54,490,531 
[Incomef 391,433 1,010,546 2,333,383 
s Income % Average Net Assets f 3.9% 3.5% 4.1% 
ating Expense: 
Net Assets T 0.8 0.6 8 
ej 20.7 17.1 18.3 
e ( ensation plus Management Fees: 
Net Assets f fe) 0.2 0.3 
net 8.0 5.6 7.3 
ation 
Net Assets Tf 0.1 I 0.2 
net ‘2 2.8 5.6 
ess ed could not be classified in any of the three size groups. 
$ ¢ is secured by subtracting current liabilities from total assets usually defined as at market or approximate market 
s base gures for the beginning and end of the fiscal period 
¢ e from dividends, interest, and underwriting. It does not include capital gains 


and gross income and total 
Little of significance also ap- 
lin the percentage figure indicat- 
relationship between executive 
and management fees 
t assets and gross income. Indeed 


ation 
surprising part of Table VII 
se similarity among all per- 
for the different size 
Certainly from this table it 


ngures 


that size in itself gives no 

1dvantages to investment com- 

lar as executive compensation 
tal expense are concerned. 


iting Expense and Management 


tudying the effect of size on 
ng expense and other items, 





the first comprising 20 companies 
paying no management fees in 1934 
and 1935, and the second including 
16 companies paying such fees during 
the two-year period. The operating 
expense percentages for the two groups 
are summarized in Table VIII. 
TABLE VIII 


OPERATING EXPENSES FOR INVESTMENT COMPANIES 
CLassIFIED AccORDING TO PAYMENT OR Non 
PAYMENT OF MANAGEMENT FEES 


Firms Paying No Firms Paying 


Management Management 
Fees Fees 
LO35 1334 i 1034 
Mediar Operating 
Expen e (% pr 
income) 17.6% 17.1 2 17.69 


For 1935, the firms paying no manage- 


ment fees incurred somewhat lower 
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expenses than those paying manage- 
ment fees while for 1934 the expense 
percentages were approximately the 
same. Because of the limited number 
of companies this evidence is not con- 
clusive and about the only conclusion 
to be drawn is that expense was little 
affected by the type of management. 

It is noteworthy, perhaps, that none 
of the seven companies which paid less 
than 12% of their gross income for 
operating costs in 1935 paid any man- 
agement fees. In other words, the com- 
panies with extremely low operating 
percentages, whether they were large, 


prior years. The form used by the 
Securities and Exchange Commission, 
on the other hand, provided for an item. 
ization of total compensation figures 
for only the three men receiving the 
highest total cash remuneration. [p 
order to study changes in executive 
compensation from year to year, it wa; 
necessary to limit the data used t 
material which was equally available 
from both sources. Consequently, the 
cash compensation for the three highest 
paid men in each company was tabv- 
lated for each year. Compensation of 
less than $1,000 per year was excluded 


TABLE IX 
C['ypicaL CoMPENSATION IN Do iars Pap To OrFicers IN INVESTMENT CoMPANIES CLASSIFIED ACCORDING T 
THE SALARY RANKING OF THE EXECUTIVES IN THE INDIVIDUAL COMPANIES, 1929-1935 
(median figures) 


Year 
__ | Amount 
1929) o of Salary of Highest Paid Officer 
__} Amount 
'93°) & of Salary of Highest Paid Officer 
__ | Amount 
'931 | © of Salary of Highest Paid Officer 
_. | Amount 
'93? | o% of Salary of Highest Paid Officer 
Amount 
'933 | & of Salary of Highest Paid Officer 
/ Amount : 
1934 '% of Salary of Highest Paid Officer 
} Amount 


192 ‘ : : , 
135 | % of Salary of Highest Paid Officer 


* Data not available. 


medium-sized, or small, characteris- 
tically paid no fees for management. 


Dollar Compensation of the Three High- 
est Paid Men 

Reports of the individual companies 
to the Federal Trade Commission fur- 
nish comparable data on salaries and 
additional cash compensation of all 
executive officers separately for the 
years 1928-1932. Similar material col- 
lected for 1933 covers only the first 
nine months, and hence cannot be 
compared fairly with the figures for 


Second Third 
Number of Highest Highest Highest 
Companies Paid Officer Paid Officer Paid Offcer 
9 $22,500 $13,800 $8 , 900 
100% 61% 40% 
12 $24, 300 $9,300 $6 , 600 
100% 38% 27° 
15 $20,700 $7,500 $4, 400 
100% 36% 21‘ 
14 $17,500 $6,300 $4, 50 
100% 36% 26° 
* * * * 
>= * . = 
16 $14,000 $6,500 5 ,000 
100% 46% 36% 
16 $16,600 $9,200 $5 , 50 
100% 55% 33 


from the tabulation, and any firm paying 
fewer than three executives $1,000 apiece 
was omitted. Median dollar figures for 
the compensation of the three highest 
paid men appear in Table IX. 

The data presented in this table were 
based upon reports from less than one- 
half the 36 companies. Of the 16 com- 
panies used in the comparison for 
1935, II were firms paying no manage- 
ment fees. Only five investment com- 
panies paying management fees in 1935 
paid three of their own executives 
$1,000 or more each. 

















Executive (ompensation in Investment (Companies 34.7 


Officers having the highest cash 
mt ition typically received from 
r 50 to $25,000 each in 1929, 1930, 
1931. By 1932 this figure had 
. lrop} $17,500 and in 1934 it 
{ a ' lalow point of $14,000. By 1935 
ire had risen to $16,600. With 
tion of the years 1929, 1934, 
1935, the second highest paid 
ially received remuneration 
approximately 40% of the 
t paid to the highest paid execu- 
hile the next ranking man re- 
4 ived roughly one-fourth the amount 
ite paid to the highest paid executive. Only 
f the companies studied paid 
ries of over $30,000 to any one 
ir executives in 1935, and only 

ix men received such salaries. 
It should be noted perhaps that the 
ries paid by the five companies with 
iement arrangements in 1935 in 
ises fell below the medians pre- 
all 16 companies for that 


[he size of the company might be 

1 to have some influence on the 

paid to executives. When the 

pings used earlier in the study 

lied to the 16 investment com- 

, each of which paid three execu- 

$1,000 or more apiece either in 

1934 Or in 1935, four companies with 

less than $20,000,000 fell in 

category, seven companies 

ts of from $20,000,000 to 

$40,000,000 fell in the second, and four 

h assets of $40,000,000 

fell in the third group. One 
1 not be classified. 

Ubviously conclusions could not be 

erning the effect of size of 

on compensation figures on 

f the figures reported for 

groups of firms. It seemed 

to classify the 

two groups. Accordingly in 


nies wit 


therefore, 








Table X median figures are presented 
for the salaries paid in 1934! to the 
three highest paid men in investment 
companies with net assets in 1934 of 
less than $25,000,000 and in companies 
with net assets of $25,000,000 or more. 
These medians are to be regarded as 
suggestive because the samples still are 
very small. It seems evident, however, 
that there was a not unexpected tend- 
ency for the executives in large invest- 
ment companies to receive higher cash 
compensation than did the officers of 
small investment companies. 


Investment Companies and Other Busi- 
nesses Compared 


The typical cash compensation of 
officers in investment companies was 
considerably lower than that for execu- 
tives in other businesses previously 
studied. In Table X are summarized 
median figures for payments made to 
the three highest paid men in 37 indus- 
trial and 34 retail companies. On the 
average, the amount of the compensa- 
tion paid to investment company 
executives was from one-fourth to one- 
third as much as that characteristic 
in industrial companies. The largest 
typical salaries listed in the table went 
to the highest paid executives of large 
industrial concerns. Department stores, 
however, paid relatively large salaries 
to all their three highest paid officers. 
The influence of size of company on 
dollar compensation in the retail and 
industrial firms was similar to that 
already noted for investment com- 
panies. The salaries paid to executives 
by large industrial and large retail 
companies in general exceeded those 
paid by small firms of the same type. 

Such comparison of the salary levels 
of executives in investment companies 
11 The year 1934 was selected since more data for other 
types ol business were avaliable ior comparison lor 


that year than for 1935. 
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with the remuneration of executives in 
other trades must be interpreted in 
view of certain circumstances affecting 
both groups. In the first place, officers 


may receive warrants or options to buy 


to them. Such knowledge may cop. 
tribute indirectly to the revenue of the sa 
men in investment firms. I 

Then again, officers of investmen 
companies frequently hold executive 
positions in more than one compan} 





stock in addition to or in lieu of cash , ; fy 
; This ; od “ ; and thus receive compensation from ; 
Salary. ll is true in the retall anc : 
, ye more than one source. A careful exam. 
industrial areas as well as in the in- ination of such payments, however a 
vestment companies. This deferred failed to reveal any substantial incom: W 
compensation, which is difficult to to any large number of officers. 
TABLE X 
TypicaL Tota, CasH CoMPENSATION OF THE THREE HiGuest Pato Executives 1N INVESTMENT, INDUSTRIAL 
AND RetarL CoMPANIES CLASSIFIED BY TYPE AND SIZE OF COMPANY, 1934 of 
(median figures given in thousands) 
Small Companies* Large Compantes* Total Companie he 
No. of Median No. of Median No. of Median thi 
Type of Company Companies Amount Companies Amount Companies Amount 
Investment Companies Yj $12 8 $19 16 $14 
Industrial Companies 20 27 17 76 37 44t - 
Highest | Retail Companies | 
Paid i Chains 9 36 II 60 2c 43 
Officer Department Stores 6 48 8 69 14 61 17 
Total 34 58 
All C anies 87 42 
Investment Companies 7 S & & 16 
c.. , | Industrial Companies 20 17 17 51 37 257 
~. «... | Retail Companies 
Highes - . - " 
Paid Chains 9 19 11 40 20 24 
_ Department Stores 6 30 8 59 14 43 
Officer ; . vi 
Total 34 “ 
All Companies 87 25 
Investment Companies 7 3 8 8 16 
; I ial C anies 2 14 17 32 37 207 
Third 2 eS : 
( IT A S ‘ 
Highest : 28 an ‘ 
P id ( ains 9 13 I! 3 20 
Poon Departn Stores 6 23 8 53 14 
fice “ave ~ : 
AIL C nies 87 2 
* The; t of divis sed > g the size g pings was as follows: Investment Companies, average net assets in 1934 
I es, assets 192 a basis of g ping used in a prior study f $27.0 00 ;Chains, sales in 1934 of $50, 
s, sales 1934 0f $ xx ©. One inves t company j ssified 
tAg p of 123 strials, 86 of wi ild not be classified by size, had est ling figures of $40,000, $25,000, and $2 
land , change al executive Methods of Cc . ‘ne Executive 
measure, May Change total executive Methods of Lompensating Lxecutive | 
compensation substantially. In 193 - : 
; ora “e J4 [he methods of paying and 
only six investment companies reported a 
. : wae amounts paid to executives of in\ 
warrants or options outstanding to / : 
pea ment companies vary greatly. As 1 : 
PLLIA LO. : 


It is possible also that officers of in- 
vestment companies, as well as other 


employees, may be in a strategic posi- 
tion to increase their income through 
special research information available 


cated previously, certain com} 
pay officers directly while other 
panies pay management fees to se| 


4 


rate corporations which perform 
or all of the executive functions. At 











Executive 





f the plans for paying officers, 
re, must be supplemented by 
examination of existing manage- 
t agreements. 

Vianagement Agreements and Salary 
Arrangements. Many investment com- 
had definite management con- 
ts while a few had agreements 
h could be terminated at a month’s 
The arrangements were sur- 
ngly uniform.’? Nine of the com- 
nies paid monthly, quarterly, or 
-annually amounts which approxi- 
L¢ of 1% of the market value of 
average net assets./? Only two of 
Median the firms had agreements providing for 
fmount fees based on net profits; these fees 
the rate of 10% and 1214% of 
profits, with profits variously 
43 lefined. One company arranged to pay 
a 171% on net income while another 
42 : mpany paid a fixed amount plus a 
of the income. Four firms 
25 paid fixed amounts only. In the case of 
the three remaining companies 
ng management agreements, there 
lefinite scale of payment for 

25 the service rendered. 
mpanies reported formal sal- 
20} ry arrangements with their executives. 
M etts Investors Trust by 
its deed of trust as of October, 
28 1935, agreed to pay the three trustees 
; of the advisory 
5% of the annual gross earnings 


members 


, capital gains. Prior to Octo- 

I, 1935, the percentage was 6%. 
men received something in every 

| the period studied, although 
il compensation was less than 
ndi- 50,000 in each year from 1928 through 
30. Earnings in 1935 indicated the 





remembered that the sample used was 
f other investment trusts re- 
rates. For example, Fourth National In- 

iarterly 346 of 1% of average value of 

\y t funds and Nation-Wide Securities Com- 


xXaminatior 
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highest figure of the period. The other 
company was Overseas Securities Com- 
pany, which had an arrangement to 
pay the directors 8% of net profits. In 
1928, I2 executives received a total 
of about $55,000. In the seven follow- 
ing years they received nothing, how- 
ever, as there were no net profits. 

One very common method of paying 
executives of industrial companies was 
a cash salary and in addition a sub- 
stantial bonus. It is noteworthy that 
none of the investment companies 
studied paid cash bonuses to officers 
after 1931. 

Six companies gave options or war- 
rants to their executives at some time 
prior to 1935, such options or warrants 
to serve in lieu of or as additions to 
salary. In 1928 U. S. and Foreign 
Securities Corporation and U. S. and 
International Securities Corporation 
made arrangements for the officer who 
served as president of both companies 
to be given options as part compensa- 
tion. These options were to be exercised 
over a five-year period ending in 1935. 
The value of options obviously de- 
creases in a period of declining asset 
value. It is not surprising, therefore, to 
find that the options given to the presi- 
dent of these ies were not 
exercised by 1933. The period was ex- 
tended three years to February 29, 
1936. 

In the case of two of the other four 
companies giving options or warrants 
to executives, no expiration dates were 
specified. For the remaining two com- 
panies the expiration dates had already 
been passed. In one of these latter 
companies, no options were exercised 
and in the other, 5,000 of the 9,000 


companies 


id quarterly 146 of 1% of average market 


; _ 
ir paid quarterly 


4%, and two paid 





options granted had been exercised 
before June 30, 1935. 

It might be noted that the granting 
of options, warrants, or rights was not 
limited to executives. Warrants to pur- 
chase stock and blocks of stock given 
to outsiders usually were reported only 
when they amounted to more than 10% 
of the issue. Five companies gave op- 
tions or warrants to their organizers 
and one issued options as part of a 
purchase agreement in a merger. Two 
firms gave options as part of the service 
contract with a management company. 

Five companies, however, which 
have been operating at least since 1929, 
appear to have adopted clear-cut but 
differing plans for the payment of ex- 
ecutives. These companies are Adams 
Express Company, which paid sub- 
stantial straight salaries throughout 
the period; Tri-Continental Corpora- 
tion, with a salary plan for the com- 
pany executives with warrants and 
management arrangements with J. & 
W. Seligman & Company; Lehman 
Corporation, which paid salaries plus 
a bonus in the form of options on 
common stock and had management 
arrangements with Lehman Brothers; 
Massachusetts Investors ‘Trust, which 
had a contract with trustees and direc- 
tors to pay them 5% of gross earn- 
ings; and the State Street Investment 
Corporation, which paid no salaries to 
officers or directors but paid fees to a 
separate management corporation. 


Brokerage and Legal Services. Invest- 
ment firms in addition to having 
management agreements with outside 
companies also are closely associated 
with brokerage and law firms. In many 
of the companies studied at least 
one member of a law or brokerage 
firm served as a director of an invest- 
ment company. Naturally this mem- 
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ber shared in the profits made by | 
firm on services to the investmep: 





companies. 

Information on the payments 
directors, furnished by the investmen; 
companies to the Securities and Fy. 
change Commission, frequently jp. 
cluded a statement of the brokerage 
and legal fees paid. Of the 37 con. 
panies, 20 reported brokerage fees fo; 
1935. The 20 companies were of a ' 
sizes, 9 being small, 8 being middle. 
sized, and 3 being large firms. The 
brokerage fees differed markedly 
amounts, varying with the _ busines; 
transacted. 


General Summary 

The recently available statistics 
corporate executive compensation and 
methods of paying officers in separate 
companies, together with other pub- 
lished data on income and operating 
expenses for the investment companies, | 
constitute factual material which car 
be examined individually and collec- 
tively. Information secured for 
sample of 36 companies surveyed, 
course, may not give a complete pi- 
ture of the expense of management 
the executive compensation practices 
in the entire investment company field 
The following tentative conclusion: 
based on material obtained for t 
36 firms are limited because of the wid 
variations shown among the invest- 
ment companies used in the study; t 
conclusions are indicative, therefor 
rather than definitive. 

1. From 1929 to 1935 typically ab 
16% of the total income of the invest- 
ment companies was spent for 
erating expenses. The range of 
percentage among individual 
panies was very wide. 

2. Differences in practices and polr | 
cies among investment companies 4! 
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in wide variations in the per- 
f income or assets paid 
y the different companies, 
| expense and for executive 
ion. 
formal dollar compensation 
itive officers of investment 
ies is substantially below simi- 
‘nts to officers of indus- 
retail companies. As with 
companies, however, pay- 





ments declined substantially during 
the depression. 

4. Some investment companies had 
arrangements whereby deferred or addi- 
tional payments could be made to exec- 
utives (or sponsoring banking groups) 
through options or warrants to pur- 
chase stock at future dates. Such rights 
were accorded in lieu of, or in addition to, 
regular cash compensation. Their value 
may be great, but itis clearly contingent. 








SECURING LOWEST TOTAL FREIGHT COSTS IN 
MOVEMENT OF PACKING HOUSE PRODUCTS 


BY JOHN J. MADIGAN 


HE following pages describe 

briefly an analysis made to 

solve certain problems faced 
by Armour and Company in attempt- 
ing to ship meat products from produc- 
ing plants to areas of consumption at 
the lowest total freight cost. The entire 
analysis shows the interrelationship of 
transportation, sales, and production, 
and the strong necessity for close codp- 
eration between these divisions of a 
large corporation in order to achieve 
desired economies. While much of the 
information and many of the ideas 
developed are common knowledge in 
one or the other of these divisions, too 
seldom is the information coordinated 
into an economical plan. 

While the discussion deals 
sively with meat products, the ap- 
proach developed should be of value 
in other fields as well. Of particular 
interest should be the simple statistical 
methods used to clarify a complex 
freight rate structure and make it com- 
prehensible. The problem is not dealt 
with from a technical transportation 
point of view; traffic experts must be 
relied upon to supply the lowest rate 


exclu- 


between two points. This information 
in itself, however, is not sufficient basis 
for determining what particular plants 
should ship to specific areas to secure 
the lowest total freight cost. In short, 
the following analysis should show how 
this can be determined and proved with 
reasonable mathematical accuracy. 


The Problem 


rates' from one plant to 
branch-house points vary 


Freight 
numerous 


1 Meat products are shipped chiefly under two rates, 
the fresh meat rate and the packing house product 





i) 


Nv 


from a few cents to over a dollar per 
cwt. according to the distance and 
other factors. The rates from the differ. 
ent plants to an individual branch. 
house point likewise vary widely. A 
survey of past and current shipments 
revealed that if some of the points of 
origin were reversed the aggregate cost 
would be lower. For example, if a car- 
load of dry salt meats were shipped 
from Kansas City, Kansas, to Louis- 
ville, Kentucky, and a similar carload 
from St. Paul, Minnesota, to Atlanta, 
Georgia, the total cost of the shipments 
and the total cost if they were reversed 
were as follows: 


P.H.P Raw 
Assumed Shipments per Cut 
Kansas City to Louisville $ .sok 
St. Paul to Atlanta 83 
Total Cost $1.3 
Reversed Shipments 
Kansas City to Atlanta $ .74 
St. Paul to Louisville 39 
Total Cost $1.1 
Advantage of Reversed Shipments $ .2 


The advantage of one set of shipments 
over the other is $0.20}4 per cwt. or 
$61.50 per car of 30,000 lbs. 

The question naturally arose whether 
the hundreds of points throughout the 
country were being serviced from 
the particular plants most favorably 
situated. Should Batavia, New York, 
receive its fresh meats from St. Paul, 
Sioux City, or some other point? Fron 
what plant should New Orleans draw 
its fresh meats, its dry salt meats, its 
lard, its cured hams and bellies ? Where 
should the surplus fresh pork, cured 
meats, and lard at Omaha be shipped 


meat 


rate. The latter applies on cured and smoked 
lard, sausage, etc. 
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; not enough to answer these and 
nds of similar questions in a 
anner. The solution of the dis- 
problem involved the deter- 
‘of the factors underlying 
uestions and the development 
iples of movement which if fol- 
.ccomplished the desired result. 
principles should be susceptible 
urate mathematical proof. 


n of Supply, Areas of Consump- 
n, and the National Freight 
otructure 
[he general approach to the problem 
ind distribution for any particular 
luct or group of products must be 
de along the following lines: 
[Thorough and intimate knowl- 
of the type and quantities of 
ict available at individual plants. 
Detailed information on the areas 
re the product is consumed and 
itive importance as consuming 


(horough understanding of the 
rate structure under which the 
st be shipped. 

ws that the distribution of all 
house products cannot be 

a single problem because of 
mportance of different areas 
duction and in consumption 
products. It was found most 

il to analyze products along the 
ine of the various sales depart- 
because these are the units of 


types and quantities of product 
it individual packing houses 
urse known currently by the 
nts responsible for moving the 
Wide fluctuations as between 
sons, and days are, however, 
isily predicted because they are 
lent on livestock receipts. 
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Information on past shipments pro- 
vides a fairly accurate picture of the 
relative importance of various cities 
and areas in the consumption of par- 
ticular products. Variations in local 
business conditions, weather, available 
supply of competing food products, and 
numerous other factors cause the con- 
sumption in limited areas to fluctuate 
widely, however. 

The approach to the freight rate 
structure is largely built around two 
concepts: alternative movements and 
equalized freight areas. 

The need to consider alternative 
moves arises out of the fact that surplus 
product is usually available at several 
plants and that the same product is 
required in limited amounts by a large 
number of branch houses throughout 
the country. A decision to ship a car 
from one plant to a given point thereby 
affects the possible points of shipment 
for all the other plants. In other words, 
if Batavia, New York, needs a car of 
hams and the car is shipped from 
Chicago, a surplus at Kansas City and 
Omaha, for example, will have to go to 
some other branch. If product is avail- 
able at only two plants and only two 
outlets require the product, there are 
only two alternative moves possible, 
and it is simple to determine which 
gives the lowest total freight cost, as 
in the example quoted. However, when 
product is available at a dozen plants 
and desired by a hundred branch 
houses, the question of alternative 
moves becomes more involved. Each 
possible move must be considered as an 
alternative move, and a final decision 
on a given movement can be made only 
after full consideration of where the 
other plants will thereby be forced to 
ship their product. The problem of 
considering alternative movements is 
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greatly simplified by the existence of 
equalized freight areas. 

Large sections of the country are 
equalized in their freight rates from 
most of the surplus-producing plants. 
An equalized area has two chief charac- 
teristics: (1) a point or line has been 
selected as the base for rates into the 
area, and (2) any plant location which 
is equalized with the base has rates to 
all points in the area which are fixed 
amounts over base rates. 

As an example, the entire northeast- 
ern part of the country east of Chicago 
and north of the Ohio River and the 
Virginia-North Carolina line is equal- 
ized for most of the packing house 
points west of Chicago, and the Chicago 
(or Mississippi crossing) rate is the 
base rate. Careful examination will 
show that the rate from the western 
plant locations to any point in this 
entire area is the base rate plus fixed 
differentials. 

Table I illustrates this differential 
using the carload fresh meat rate per 
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Table II illustrates this differentia) 
using the carload packing house prod- 
uct rate. Note that while the equaliza- 
tion is apparent it is not perfect as jp 
the case with the fresh meat rates. The 
maximum imperfection for the points 
shown is $0.06%. 

The significance of an equalized area 
lies in the fact that it simplifies the 
national distribution problem in three 
ways: 

(1) So long as two or more plants 
must ship surplus product into a per- 
fectly equalized area it makes no dif. 
ference to what particular points they 
ship; no uneconomic movements can 
result. If the equalization is imperfect, 
the maximum penalty is defined by 
the amount of the imperfection ir 
equalization. 

(2) In determining sources of sup- 
ply for points outside an equalized 
area, the equalized area can be treate 
as a unit, or sort of “pool,” with as 
surance that any movement which 
shows an advantage over the alterna- 


TABLE I 


CarLoap FresH Meat Rate PER Cwr. 

T From: Chicago, So. St. Paul, Omaha, Kansas City, E. St. Lous 

Til. Minn. Neb. Kans. Til. 
Portland, Maine $.79 $1.064% $1.15 $1.15 $.87 
Boston, Mass. 79 1.0614 E.15 1.15 87 
Albany, N. Y. 76 1.034 1.12 :.13 84 
New York, N. Y. 79 1.0614 1.15 1.15 8 
Philadelphia, Pa. 77 1.044 1.13 1.13 85 
Detroit, Mich. .38 65% 74 ~ 474 
Pittsburgh, Pa. 51 786 87 87 60/4 
Lynchburg, Va. 76 1.0314 i 2.22 84 

DIFFERENTIAL OVER RaTE FROM Cuicaco, ILL. 

Portland, Maine $.27% $.36 $.36 $.08 
Boston, Mass. 2716 36 36 5 
Albany, N. Y. 274 36 36 
New York, N. Y. 274 36 36 8 
Philadelphia, Pa. 274 36 36 8 
Detroit, Mich. 274 .36 .36 5 
Pittsburgh, Pa. 2716 36 36 5 
Lynchburg, Va. 274 36 36 8 


cwt. for a number of points. Note that 
the fresh meat rate in this entire area 
is perfectly equalized for Chicago and 
these western points. 


1 
tr 


tive movement to one point in 
equalized area will show the same ad- 
vantage over the alternative movement 
to any other point in the equalized area. 
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The importance of equalized areas in 
the distribution problem of a large 
packer with numerous plants cannot 
easily be exaggerated. The northeast- 


TABLE II 
House Propuct Rate PER Cwr1 
Chicago, So. St. Paul, Omaha, Kansas City, E. St. Lous 
Til. Minn Ned. Kans. Til. 
$.56 $.80l4 $.88 $.86 $.63 
54 7814 85 84 61 
49 72 79 76 50 
5 7° 52 79 sé 
SI 014 8 =) cf 
29 47 5814 57 3 
37 6114 66 63 44 
47 69!2 7¢ 72 SI 
OVER RATE FROM Cuicaco, | 


- equalization is perfect, there 


movements 
the equalized area with lower 


ts. If the equalization is im- 
t to the extent of a few cents, this 
‘maximum penalty which can be 


movements 
the area. Table III illustrates 
paring the total cost of 


first as an obvious 


second as a direct move- 


) as a penalty of equal amount 
ss-haul. 


TABLE III 


CaRLOAD RaTE PER CwrT. 
Fresh 

2ul Meat 

1, Maine $1.15 
», Va 1.03!4 
$2.18l4 

au 

ry Va. $1.12 

Maine I 614 


Packing 


House 








$.2 


5 





ern equalized area contains the bulk of 
the consuming demand of the entire 
country for many packing house prod- 
ucts, and most large plants have sur- 
pluses which must be shipped into this 
area. With perfect equalization fresh 
meats can be shipped from any of the 
plants to any points in the area without 
fear of uneconomic movements. With 
equalization imperfect on _ packing 
house product rates to the extent of 
only a few cents per cwt., cured prod- 
ucts can likewise be shipped into the 
area almost indiscriminately without 
fear of more than a few cents per cwt. 
penalty. 

The second significant aspect of an 
equalized area is that the entire area 
can be treated as a unit or “pool” 
when making comparisons of the cost 
of shipping to other equalized areas 
or to points outside the equalized area. 
As an example, consider the problem 
of selecting either Kansas City or St. 
Louis as a fresh meat supply point 
for Jacksonville, Florida, when both 
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plants have surpluses which are regu- 
larly being shipped to points in the 
large northeastern equalized area. As 
previously explained in the concept 
of alternative movements, whichever 
plant is selected to supply Jacksonville 
will have one less car for the Northeast 
and the other plant will thereby have 
one additional car. Since the Northeast 
is equalized for both plants, the selec- 
tion of the particular point in the area 
for the alternative movement is of no 
great consequence. The comparison 
below shows that Kansas City is the 
more economical supply point for Jack- 
sonville by $0.15 per cwt. 

Carload F.M. 

Rate per Cwt. 


Kansas City to Jacksonville $1.19 
St. Louis to New York City 87 

$2.06 
Kansas City to New York City 1.15 
St. Louis to Jacksonville 1.06 

$2.21 
Advantage Kansas City to Jacksonville $ .15 


Another way of getting the same 
result is to deal with differentials in 
freight rates of one plant over another 
into the equalized area as compared to 
the point in question. For example, 
Table I shows Kansas City with a 
$0.36 differential over Chicago into the 
Northeast and St. Louis with an $0.08 
differential. In other words, Kansas 
City has a $0.28 higher rate into the 
Northeast than St. Louis. The Kansas 
City to Jacksonville rate is only $0.13 
higher than the St. Louis to Jackson- 
ville rate. Obviously, the Kansas City 
to Jacksonville advantage is $0.28 
minus $0.13, or $0.15 per cwt., if 
the alternative movement is into the 
Northeast. 

The third significant aspect of an 
equalized area is that, if the equaliza- 
tion is recognized and carefully ana- 
lyzed, full advantage can be taken of 


any imperfections in the rate structure. 
If the freight rates from all plants to aj) 
important points in the equalized are, 
are prepared in tabular form and the 
differentials over a base point set up. 
it becomes readily apparent that the 
lowest total freight cost can be secured 
only by all plants in so far as possible 
shipping to those points to which they 
have the lowest differentials (Table I]) 

So far this discussion of the nationa] 
freight rate structure has been confined 
to the definition of an equalized area 
and its significance in the distribution 
problem. The largest and most impor- 
tant equalized area has been roughly 
defined. Suffice it to say that several 
other equalized areas of considerable 
importance exist in other sections of 
the country. 


Use of Simple Statistical Methods 


Before illustrating the application to 
a specific product of the principles 
described, it would be illuminative t 
point out briefly the detailed steps in 
the analysis. 

First, it was necessary to have the 
actual rates between all plant points 
and points to which shipments were 
usually made. The next step was t 
locate and define any equalized areas 
The simplest method was found to be 
that of setting up tables showing rates 
as differentials over or under the actua 
rates from some one plant. Separat 
tables for fresh meat and packing hous 
product rates were made. For exampl 
tables were set up for each western 
plant showing the differentials that ts 
rates were over Chicago to all points 
in the eastern and southern parts of the 
country. The extent of the equalizec 
area in the northeastern part of the 
country was immediately apparent, 4 
were also the plants which were equa! 
ized and any imperfections in the equa 
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sy 
ved 1n 


That Chicago and St. Paul 
equalized with Omaha, Kan- 
and other western plants 

nts in the Southeast was also 
ise of the concept of base points 
ferentials has been strongly em- 
because this method reduces 
chaotic rate structures to 
simplicity. Any peculiarities 
rates become immediately ap- 
Imperfect equalization does 
clude the use of differentials. 
cases their use brought out 
and clearly the nature of the 
tions and led to the develop- 
listribution principles which 
advantage to be taken of the 


mperfections. 


1 Tactical Case 


larify and illustrate what has 
tated before, the following para- 
will describe briefly the steps 
working out on a national 
principles of sound distribu- 
lry salt meats. No attempt 

» made to bring out more than a 


cuts in this classi- 
salt bellies and fat 
which are consumed in varying 
all over the country. In this 
we shall consider dry salt 
1 homogeneous group of prod- 
the sake of simplicity. 
lt meats are produced in vary- 
tities at all the Armour hog 
‘ring plants. The quantity pro- 
iries with the hogs available 
ter at each plant. Production 
vere compiled to give some idea 
tal supply available at each 
ind the seasonal and annual 
‘e manner past sales figures by 
; were compiled to give a picture 
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of requirements by areas. The south- 
eastern states were found to absorb by 
far the largest part of the total produc- 
tion with relatively heavy consumption 
in the Southwest and only scattered 
demand over the rest of the country. 

The delineation of the southeastern 
and northeastern equalized areas and 
the preparation of differential tables 
with St. Louis and Chicago, respec- 
tively, as base points needs no further 
description. 

The next step involved determining 
which plants had a surplus over that 
required to supply the points to which 
they had the lowest actual rates of all 
plants. Fort Worth and Oklahoma 
City, for example, normally do not 
produce enough to supply the area to 
which they can ship at rates substan- 
tially lower than those from any other 
Armour plant. The Omaha, Nebraska, 
plant, on the other hand, has the lowest 
actual rates to only a limited area 
which uses very little dry salt meat; 
consequently almost its entire pro- 
duction is surplus. The St. Louis 
plant, with the lowest rates to most of 
the Southeast, normally has inadequate 
production to take care of the heavy 
sales in its immediate vicinity, and 
consequently has no surpluses to ship 
into the Southeast. Kansas City, with 
the next lowest rates to most points in 
the Southeast, is in the peculiar posi- 
tion of needing all of its dry salt meat 
production for shipment in small lots 
in mixed fresh meat and provision cars, 
and consequently has little or no sur- 
plus for movement in straight cars. 

The problem simmered down to de- 
termining to which parts of the North- 
east and Southeast the surpluses at 
plants north of Kansas City should be 
shipped. The large surpluses to be dis- 
tributed were normally at Chicago, 
St. Paul, Sioux City, and Omaha. 








358 Harvard Business ‘Review 


As a start, the plant or plants which differential compared to the differentia) 
should normally ship dry salt meats into the southeastern equalized area, 


into the large northeastern equalized The distribution problem comes pp 
area were determined. Any one of the the attention of the product manager 
large surplus plants has ample produc- _in two concrete forms. Surplus produc: 
tion to supply the entire requirements _ of specific plants must sometimes ar 


of the Northeast and still be forced to _ bitrarily be moved to branch houses, 
ship some product into the heavy ‘To which branch houses should it be 
consuming areas of the South. Con- shipped from a purely distribution 
sequently, it was only necessary to viewpoint? Orders are received cur. 
determine which plant could ship into — rently from branches or customers for 
the Northeast at the greatest advan- carloads of product. If stock is avail. 
tage over shipping into the southern able at several plants, which plant 
equalized areas. Table IV shows the _ should receive preference in supplying 
range of rate differentials into the a given branch house? 

two areas using St. Louis as a base To aid in making these decisions tw dipaah 
point. Note that while Chicago can _ sets of tables were developed. One set setae 
ship into the Northeast at from $0.03 _ listed all points to which shipments are 
to $0.12 less than into the Southeast, ordinarily made and gave the choice 
the other plants (with the exception of _ of plants for shipment with the advan- 
St. Paul to a few points) have rates tage in cents per cwt. of one plant over 


from $0.04 to $0.10 higher into the another. This was done so that if in a 
Northeast than into the Southeast. certain cases factors other than sound : 
TABLE IV An 
Cartoap Pacxtnc House Propuct Rate PER Cwr. prod 
Differential over St. Louts to. Chicago St. Paul  Stoux City Omaha 
Northeastern Equalized Area —$.05 +$.19!4 +$.28 +$.27 wn 
. : ; {-—$.02to +$.15 to +$.18to +$.171 a 
poutheastert! “qualized rea 5 : ] 
Southeastern Equal Area )+4$.07 44.33 +$ 22 4¢ 18 prod 
; , {\—$.03 to —$.03'4 to +$.06to +$.091 OR | 
igher Cost of Shipping int rtheast than into Southeas ; Y LrOul 
Higher Cost Shipping 1 Northeast Southeast )-$.12 +$.0414 4.10 41 , 
That Chicago can most advanta-_ distribution made advisable an un- plan 


geously service theentire Northeastcan economic movement, the departmental 
be proved beyond doubt by setting up shipper would know in dollars and 


LULL 


any number of alternative movements cents the cost of the penalty froma re 
with other plants, the other alternative _—_ freight viewpoint. Another set of tables a 
point being in the southeastern area. In was prepared for each plant showing - 
all cases the lowest total cost of move- _ the areas to which the plant could ship stan 
ment will be achieved with the move- to greatest advantage and the penalty port 
ment of Chicago dry salt meats into incurred per cwt. when the plan Ut 
the Northeast in preference to other shipped to other areas. Tables V and hen! 
plants. VI, respectively, are examples of these tribu 

spec 


In a similar manner the plants which tables. In selecting plants  severa! 
can most advantageously service all choices apart, the penalties incurred 
other points outside the southeastern can be added across the sheet cumu- 
equalized area were determined by  latively. The use of the tables | 
selecting those plants with the smallest —_ evident. 












Securing Lowest Total Freight (Costs 


TABLE V 

>» ants TO SupPpLY Dry Satt Meats To Brancu Houses IN THE LyncHBuRG, Va., SALES DistTRIcT 
Advantage over Next Choice in Cents per Cwt. 

} 4th 
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rABLE VI 
( & oF ArEAS TO Wuicu Cuicaco PLant SHou.tp Suip Dry Sait Meats 
Advantage over Next Choice in Cents per Cwt 










rg District f nville, Va.) and all points north of that district. $ ) 
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consequently every shipment must be 




















eas considered as one of several (or possi- 
which has more than one _ bly a hundred) alternative movements. 
lucing essentially the same Lowest total transportation costs can 
an in many cases effect sub- therefore be achieved only by some 
ivings in its total transpor- system which gives full consideration 
sts for delivery of finished to this factor or by the laborious and 
y carefully planning and con- _—impractical method of testing currently 
he distribution. If production _ the total costs of groups of shipments. 
ations make the supply at the Careful analysis by classes of prod- 
latively independent of the ucts of the quantity and types available 
in particular areas, the oppor- and likely to be available at specific 
r economies are usually even _ plants, and the probable requirements 
ounced. The development of specific areas together with a full 
onable adherence to sound understanding of the national freight 

{ distribution should sub- rate structure, provides a basis for the 
decrease total costs of trans- development of principles of distri- 
bution which achieve, in so far as is 
ncept of alternative move- practical, the minimum total freight 
basic in the control of dis- cost. The proof of this lies in the in- 
products whose supply at _— ability of anyone to point out specific 
lants does not respond directly alternative movements contrary to the 
ind in specific areas. A deci- general principles which give a lower 

p from one plant automat- total cost than would be incurred if 
s another plant which might the movements were made in accord- 






point toshipelsewhere, and _ance with the principles. 
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The existence of equalized areas 
(either perfect or semi-accurate) which 
roughly coincide with surplus consuming 
areas materially simplifies the develop- 
ment of sound principles of distribution. 

With both production at particular 
plants and consumption in particular 
areas in a constant state of flux, the 
movement of product cannot be made 





automatically in accordance with table, 
developed in keeping with any prip. 
ciples, but the tables can be made ; 
reveal the exact penalties involved ;; 
any movement. The shipper, fu 
cognizant of production and consump. 
tion factors, can then make either th, 
most economical shipment or one jp. 
volving a minimum penalty. 
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S| ERSONNEL administration in 
ler private industry is entering a 
ne 


ew phase of growth. Expansion 
ve industrial units has proceeded 
int where it threatens to make 
ete prevailing methods of filling 
tive openings from the ranks of 
rdinates. Heretofore, administra- 
ive been in sufficiently close 
with assistants to judge 
y their qualifications for assum- 
re responsible tasks. Today, 
junior officials are becoming 
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control promotions. Thus there 
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since reliance can no longer 
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s leaders are wondering whether 
' of personnel procedure which 
been applied to workers, where 
between employer and em- 
definitely recognized, may 
be used advantageously in 

ng junior executives. 


of Personnel Study 
\t the beginning of the present cen- 
rsonnel activities in business 
irgely confined to putting Tay- 
force among wage earners. 
itives sought to apply methods 
1 from the researches of Freder- 
W. Taylor in a narrow, dogmatic 
narrower and more dogmatic, 
than Taylor himself 
1. Industrial workers fought 
terpretations with the result 
vement which possessed great 
ntialities of benefit for both em- 


way, 
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PERSONNEL RECORDS 


BY E£. C. ROBBINS 


ployers and employees became the 
source of bitter conflict. 

When the World War began ob- 
servers were pointing out that any 
enduring program of personnel ad- 
ministration must be set up on a much 
broader base than mere time and 
motion studies. The work of Carleton 
Parker is a case in point. Using the 
researches and philosophies of Veblen 
largely as a basis, Parker developed 
his list of economic motives. These 
he took to the turbulent lumber camps 
of the Pacific Northwest, where mili- 
tant I.W.W. workers listened atten- 
tively and sympathetically because, 
as they told him, he spoke their 
language! Part of Parker’s 
was due, of course, to the fact that he 
possessed sales ability which would 
have done credit to the traditional 
Connecticut trader; yet when due 
allowance is made for that qualifica- 
tion, no impartial observer can help 
but conclude that he had his finger on 
a much neglected phase of human 
relations—the motives which influence 
human conduct in the factory as well 
as in the home. 

During the War psychologists were 
faced with an unprecedented oppor- 
tunity. By means of the Alpha Test, 
doughboys and gobs were rated by the 
thousands, and thus another aspect 
of personnel administration developed. 
Testing of human beings to deter- 
mine native capacity and intelligence 
had long held alluring possibilities, 
but war-time army testing first made 
experiment possible on a scale com- 
prehensive enough to make findings 


success 
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significant. During the same period 
the War Labor Board, which had been 
created to arbitrate industrial con- 
troversies, handed down many awards 
assuming the existence of joint com- 
mittees of employers and employees 
to conduct personnel matters. 

Added to these developments was 
the cold fact that labor was extremely 
scarce at that time. Employers with 
large war orders on their books were 
more than willing to install recreational 
facilities, health services, and improved 
working conditions if such devices 
could entice more workers into their 
plants or hold those already there. 
These measures were not properly 
conceived as part of a personnel pro- 
gram. Actually, little machinery was 
set up for conducting industrial rela- 
tions, although companies like the 
Nunn-Bush Shoe Company, Colorado 
Fuel and Iron, International Harvester, 
and Standard Oil of New Jersey were 
beginning to experiment in terms of 
permanent, far-reaching programs. Fi- 
nally, the growing strength of or- 
ganized labor was forcing the whole 
issue of a proper basis for industrial 
relations into the foreground. 

Following the War came a deluge of 
psychologists out of the army into 
industry. They, and many employers, 
believed that if industrial workers 
could be tested psychologically, the 
problems of human relations might be 
solved. Disillusionment was quick and 
thorough. Human behavior has sent 
its roots deep into physical, social, 
political, and industrial life, and in 
these fields the psychologists were 


inadequately informed. Progress in 


studying industrial environment still 
awaits the results of much painstaking 
research, such as, for example, the 
work now being carried on at the 
Harvard Graduate School of Business 


Administration in its Fatigue Labora. 
tory and by the staff of the Industria) 
Research Group. 

Except in some of the stronger 
companies, most personnel programs 
were allowed to lapse during the 
depression of 1920 to 1922, but they 
showed quick recuperative powers after 
the business upswing took place. From 
1924 to 1929 countless programs based 
on various theories were formulated. 
Some of these projects were carefull 
planned and admirably executed. They 
were sincere attempts to reach an 
understanding of industrial relations 
and to establish permanent machinery 
for carrying such work forward. Other 
programs were more ephemeral. They 
came into being because personnel 
work had become a fad, and, with 
full treasuries, company executives 
found it an easy matter to induce 
boards of directors to make appropria- 
tions for personnel work even when 
no definite program was presented 
During this period psychologists devel- 
oped practical aptitude tests and were 
beginning to experiment in the realm 
of emotional ratings. 


The Present Situation 


movement has been in_ confusion 
Fly-by-night undertakings inaugurated 
during boom days have almost entirely 
disappeared. Labor legislation of far- 
reaching importance has been applied 
to “good” and “bad” employers 
alike. If some of the statutes remait 
permanently on the books, man} 
personnel programs will have to be 
profoundly altered, but much of the 
new legislation has still to run the 
gauntlet of the courts. Some employers, 
fearful of further regulation, are at 
tempting to entrench themselves 

setting up hastily conceived personn 
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The Junior Executive 

Scarcity of good junior executive 
material is the result of changes in our 
industrial order. American business 
units have developed to an extent that 
many of them employ tens of thousands 
of workers. One far-flung organization 
in 1928 had nearly as many employees 
on its pay rolls as had been engaged in 
‘‘“commerce, manufacture, and min- 
ing’ in the entire country according 
to the census of 1820. These large 
organizations are taking on many of the 
characteristics of government bureaus 
and departments, and for much the 
same reason, namely, size. Administra- 
tion in such companies is becoming 
impersonalized and specialized. In- 
dividual units within the business 
organization are beginning to crystal- 
lize as entities within themselves. 
Administrators within such units are 
more and more confining their atten- 
tion to the effect of company policies 
upon their immediate jurisdictions 
rather than upon the organization as a 
whole. It is becoming a task of some 
magnitude for a chief executive to co- 
ordinate all units in a common policy. 
Recently a prominent company was 
interested in a project which appeared 
to have profit possibilities. Over two 
thousand letters and reports concerning 
the matter were written within the com- 
pany organization, and when the inves- 
tigation was finally completed so much 
time had elapsed that the plan had to 
be abandoned. Stories of this character 
are heard with increasing frequency, 
and are an unhealthy symptom. In 
government service this checking and 
rechecking is called red tape. Much of 
it is necessary at present if the interests 
of all those concerned in any change 
are to be properly safeguarded. 

Junior executives particularly suffer 
from a situation of this kind wherein 
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there is not a natural fluidity in ad- 
ministration. If these young men and 
women are to develop into anything 
other than specialists each looking out 
of his own porthole, they must be 
freed from too narrow confinement and 
allowed contact with problems of the 
organization as a whole. Some com- 
panies now permit their junior execu- 
tives opportunity to study various 
administrative problems by means of 
regular transfers among departments, 
but even this provision fails to give a 
coordinated view of the entire organiza- 
tion. 

An encouraging aspect is that many 
business leaders are aware of what is 
ahead and are looking for remedial 
steps. An illustration of this farsighted 
view is found in the effective paper on 
“The Selection and Development of 
Executives in American Industry” 
by Edward R. Stettinius, Jr., chairman 
of the finance committee of the United 
States Steel Corporation. After review- 
ing the need for better selection and 
development of executive material, 
Mr. Stettinius proposed a plan whereby 
a high ranking official should be in 
charge of a definite program for train- 
ing junior executives. He was also of 
the opinion that much could be gained 
from a careful study of personnel pro- 
cedure as at present applied to the 
working force. Employers interested 
in this subject would do well to read 
Mr. Stettinius’ paper. 

Judging for administrative capacity, 
however, is much more difficult than 
testing for routine positions and re- 
quires a different type of personnel 
procedure. American industrial history 
is cluttered with examples of employees 
with records showing them to be first- 
class workmen who were promoted to 
supervisory positions on the strength 
of their past performance, only to have 


Harvard Business ‘Review 


subsequent events eloquently proclaim 
that physical dexterity does not neces. 
sarily connote mental capacity of ; 
high order. Successful management j; 
made up not alone of sound technica! 
procedure, but includes intangible at. 
tributes, personality, judgment, sympa. 
thy, fairness, sense of coordination, and 
ability to reach sound conclusions } 
either logical or nonlogical Processes, 
which must be the everyday tools of ap 
administrator. 


Personnel Records 


I have no intention of telling private 
industry how to judge its junior execv- 


in one respect administrators of private 
concerns might gain some interesting 
information from the Federal bureaus 
in Washington. The United States 
Government keeps records of its em- 
ployees that might be suitabie docv- 
ments to hand to St. Peter. They ar 
the story of the employee’s life in the 
Federal service and often contain 
much information concerning his previ- 
ous employment and training. Thes 
documents are storehouses of informe- 
tion for the overseer in quest 

potential executive ability. Mere r 

tine data, such as designation 

service, grade, salary, location and 
dates of service, periodic efficienc) 
ratings, and information respecting 
classification status are entered com- 
pactly on the inside covers of a folder 
Between these two sheets, however, !s 
a remarkably complete account 

the employee’s governmental activities 
Letters, orders, reports, memoranca 
from superiors and subordinates, O.K-: 
and disapprovals of given courses 

action involving the making of mai! 
administrative decisions of more or les 
importance, all go to paint a pictu! 


"hes 


for the person trained to see it. The 
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) pages of telling documents, and 
partial reader can scan them 


being convinced that this 
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qualifications that make a 


11 administrator although he 
placed in a government 


where administrative talent was 


eded. The second record con- 
employee who has been in 


vice for a considerable term of 


tells a story of faithful work 
wth to accept certain adminis- 
ties. In other administrative 
-employee could not function 
Eventually he was fitted 
organization within the area 
rreatest usefulness. The third 


n employee possessing unusual 
personality, and administra- 
lifications. His history in Fed- 


rvice is one of advancement, 


raging possibilities still be- 


e the question immediately 
mind, why, if such sources of 
n are available, do we find 
effective use of them in Wash- 
here are various answers to 
The fact is that much more 
ide of them than is popularly 


ed. On the other hand, many of 
higher administrative positions are 
led by political appointment. 
‘ue also that some government 
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units have reached a size that is un- 
wieldy; they have begun to crystal- 
lize, so that movement of employees 
up and down the administrative 
ladder is not easy, especially as 
between bureaus and departments. 
This situation has been recognized in 
Washington for years, and repeated 
attempts have been made to remedy it. 
Plans of far-reaching importance are 
now being carried forward, such as the 
present Senate, House, and Executive 
committees on reorganization of Fed- 
eral government agencies. Time alone 
can tell how successful will be the 
outcome. 

Exhaustive records iike those of the 
government cost money to maintain, 
and private industry has in general 
avoided them. Probably they are 
entirely unnecessary in the case of the 
average worker, but in regard to 
employees who are in the admin- 
istrative category the situation is 
different. Here reactions and judg- 
ments over prolonged periods of time 
are of prime importance. Comprehen- 
sive records are a means of revealing 
some of the desired information re- 
specting administrative capacity, and 
should be a reliable complement to 
general impressions and memory. The 
latter, particularly, often plays strange 
tricks, especially if the person exercising 
it has a natural inclination to strong 
likes and dislikes. The politician’s cry, 
“Let us look at the record,” has real 
merit when applied to junior execu- 
tives, and is likely to be an important 
device in working out a_ personnel 
program for developing administrative 
officials. 








SIGNIFICANT RECENT ACCOUNTING LITERATURE: 


BY THOMAS H. SANDERS 


HE more significant literature 

of accounting does not typi- 

cally consist in the continuous 
stream of books which emanate from 
the business and school publishers. 
While many of these have their signifi- 
cance, they do not as a rule represent 
a great deal of new and constructive 
thought, nor even striking new appli- 
cations of old thought. As in the case 
of law, the characteristic evolution of 
new thought in accounting is first in the 
practical adaptations and new devices 
designed by accountants and financial 
men to deal with the exigencies of a 
constantly changing world; second, in 
the primary reporting of these new de- 
vices in the articles and occasional 
papers of those sufficiently in touch 
with them to be able to report them; 
and third, in the more formal treatises 
into which these occasional papers 
eventually become absorbed. Thus 
chronologically the books are the last 
stage of thought rather than the first. 
And while accounting does not have 
the same kind of authoritatively con- 
stituted supreme courts of review as 
does the law, that function is furnished 
to accounting by the accumulation of 
experience showing how well the new 
devices serve their purposes of report- 
ing, interpreting, and controlling busi- 
ness. But just as in the law there are 
those who would examine practice in 
the light of something in the nature of 
pure theory, so in accounting there is in 
some quarters a disposition to hold that 
there are certain first principles which 


1In writing this article considerable passages have 
been taken, with more or less adaptation, from reviews 
c ributed | he author a his colleagues to The 
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are sufficiently potent to serve as the 
test and measure of all practices. Tha: 
these first principles have never yet en- 
joyed a separate existence apart from 
their practical applications does not de- 
ter their champions from continuing t 
aver that there are such principles. At 
any rate, it is natural that this search 
for primary principles should be par- 
ticularly active among those who teac! 
the subjects of law or accounting, since 
they are constantly confronted with th 
task of justifying and explaining the 
phenomena under consideration, and 
reference to principle is their natural 
reliance. The practical result of all this 
activity is to advance the great work 

reconciling theory and practice, without 
necessarily determining which comes 
first. That question is another phase of 
the ancient controversy between the 
inductive and the deductive method, 
which most sensible men have long ag 
resolved in favor of employing both 

The great mass of accounting litera- 
ture thus resulting may be divided for 
convenience into four main groups: 

1. The official accounting papers 
commissions and committees, including 
their prescribed accounting systems 
and rulings, together with those occa- 
sional magazine articles which seem t 
carry especial weight. While obvious!) 
a heterogeneous group, its common de- 
nominator lies in the fact that the au- 
thors speak with authority, either the 
authority of a legally constituted bod) 
in a position to command compliance, 
or else the authority of experience an¢ 
Accounting Review and the Journal of the im 
Statistical Association, the editors of whic! 
kindly permitted such use. 











.ctual power. Itis this group which 
ready been referred to as the most 
int area of accounting litera- 
hat in which new features de- 
ind new trends appear. 
s th 2. Books on auditing and public ac- 
That inting form another group. While 
t en- they are largely concerned with techni- 
fror | questions as to what constitutes an 
t de- fective audit, their more important 
1g t ness is with the problem of fur- 
;. At nishing full and reliable information to 
lders and the public. 
\nother group may be described 
ling with constructive or applied 
in a nting. This group also contains 
it some variety of materials; on the one 
| it is concerned with devising ac- 
systems as instruments of 
igerial and financial control, the 
nal and administrative phases; 
, the other it contains studies of 
| data in which an accounting 
1 is employed to arrive at the es- 





4. Next comes that numerous group 
rks engaged with the exposition of 
ial and cost accounting princi- 

es, yet having a primarily pedagogi- 

purpose. Its importance is therefore 
essed chiefly in the quality and 
ter of the students which the 
leges train for and supply to busi- 
ss, and only secondarily in direct in- 
nce on the accounting practices of 
ness. 

Serving as an index to all classes of 
inting literature are certain biblio- 

publications to which refer- 
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ence will also be made. 
Arti Commission Reports, Court 
Decisions 
(he first work to be considered, 
\4 


vir. George O. May, though in 
iorm, is a compilation from the 
es and papers of one of the fore- 
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most practitioners.? Its appearance is 
an outstanding event in the history of 
accounting literature; it cannot fail 
to add to the stature of the account- 
ing profession in the eyes of all who 
are interested in the sound develop- 
ment and progress of our political, 
social, and economic life. It is difficult 
to give an idea of the variety of 
subject matter here dealt with. The 
table of contents occupies five pages, 
and is divided into seven parts: The 
Profession of Accounting, Depreciation, 
Valuation, Regulation of Securities, 
Taxation, The Influence of Accounting 
on the Development of an Economy, 
and Reviews and Criticisms. Thus the 
book makes a progress from the domes- 
tic problems of the public accounting 
profession to the larger aspects of eco- 
nomic activity, and no discussion of its 
specific subject matter can be more than 
representative. 

Speaking of the responsibilities of 
auditors, Mr. May insists that these 
must be judged in the light of the pur- 
poses to be served. He argues (I, pp. 6, 
7) that a prospectus is in some respects 
a more exacting occasion than an an- 
nual report, so that the former requires 
more specific and detailed expression 
of the auditor’s opinion than might be 
necessary for the latter. With the earlier 
part of this view the Securities and Ex- 
change Commission might be said to 
be in general accord, as evidenced by 
the character of Form A-2 as compared 
with Form 1o. Probably, however, they 
would be somewhat reluctant to forego 
anything needed for a complete expres- 
sion of opinion, even in Form 10, their 
general view being that nothing less 
than a full statement of all the points 
at variance between the auditor and 


2 George O. May, Twenty-Five Years of Accounting 
Responsthility—1g11-1930. New York: American 
Institute Publishing Co., Inc., 1936. 764 pp. $3.0 








the company would satisfy. But this 
view underestimates the extent to 


which qualification and dissent in the 
certificate may confuse the picture. As 
in Byron’s gibe at Coleridge: 


Explaining metaphysics to the nation— 
I wish he would explain his explanation, 


so the auditor is often disposed to feel 
that his qualification would itself need 
some further qualification to be strictly 
true, by which time the reader might be 
better off with the original unqualified 
statement. But the Commission’s crite- 
rion will necessarily be that of material 
fact; both under the Securities Act and 
the Exchange Act it will be disposed to 
insist upon an expression of opinion 
whenever it considers a material fact to 
be involved. 

Mr. May recommends the English 
practice of appointment of auditors by 
stockholders; his reiteration of this in 
1915 (I, p. 27), in 1926 (I, p. 47), and 
in 1932 (I, p. 100) is noteworthy. He 
feels, as do most people who have had 
experience with English practice, that 
here is the stockholder’s most effective 
means of self-defense. There are, how- 
ever, among Englishmen themselves 
those who see some disadvantage in the 
practice, in that an auditor appointed 
by company officers, or by a board of 
directors, is in a more definite and man- 
ageable situation than one appointed 
by a large body of stockholders. Pre- 
sumably Mr. May would reply that the 
auditor’s duty to the stockholders is 
the same whether the appointment be 
made by them, by the officers, or by the 
board, and that appointment by the 
stockholders constitutes a better basis 
for performing that duty. 

Many pages in this book illustrate 
the extent to which Mr. May has 
anticipated the subsequent course of 
events. Writing in 1926, in connection 
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with a discussion of Professor Ripley’s 
famous article criticizing corporation 
accounting practices, he expects “‘some 
sort of bureaucratic control” over them 
(I, p. 42). All through the book run the 
concurrent leitmotifs of (1) the responsi- 
bilities of accountants for public re- 
porting, (2) the difficulties in the way of 
adequate reporting, and (3) the danger 
that remedies applied to admitted evils 
may be worse than the original disease, 
especially in respect of the burdens they 
place upon the innocent, and the ob- 
struction they offer to the healthy, 
normal development of trade. Perhaps 
“‘they that are whole have no need of a 
physician, but they that are sick”’; but 
when the medicine is passed around, 
the conscientious ones are likely to get 
more of it than the others, with results 
not always for the general good. 

In the same spirit is the conclusion 
deduced from The Royal Mail case that 
“though the individuals were clearly 
entitled to acquittal, the system must 
be condemned and must be changed” 
(I, p. 76). This is one of those profound 
observations applicable to many situa- 
tions in history; Charles I and George 
III are notable examples of the folly 
of endeavoring to perpetuate systems 
which have outlasted their general ac- 
ceptance and usefulness. Though Lord 
Kylsant’s offenses were less heinous 
than theirs, they were all alike in being 
the victims of the onward march of 
progress. Few people on this side of the 
water will wish to disagree with Mr. 
May’s view that secret reserves, as 
known in England, are not consonant 
with the doctrine of full disclosure im- 
plied in the public financing of business 
corporations. 

Purists in technical style will be dis- 
posed to fall foul of Mr. May in respect 
of his terminology on the subject o! 
depreciation. He rejects (I, p. 167) the 
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oosal to substitute the term “‘allow- 


ace for depreciation” for “‘reserve for 
epreciation’”’; he denies (I, p. 164) that 
a reserve is necessarily an appropriation 


f net profits; it may be an appropria- 
1 of gross profits. He speaks (I, p. 


60) of charging expenditures for re- 


als against “‘the fund,” meaning the 
reciation reserve account. A num- 
f academic writers have sought to 
these practices into high crimes 
misdemeanors, but Mr. May 
ply uses the common language 


f business leaders and others accus- 
tomed to look at the things themselves, 


ut too much hindrance from the 
hnical procedures of accounting. 


peaking of pedagogy, however, teach- 


f accounting will be delighted with 
lramatic effect with which the 


tatement of the source and application 


inds is used to present the final 


| ventures (I, p. 108). 
Disputes about terminology are 
ntless until it is recognized that men 
king in the practical field have one 
blem, and teachers in the classroom 
ave another. The former group con- 
ts largely of mature and experienced 


men, many of whom understand pretty 


ughly the various aspects of a 


bject like depreciation. They talk 
bstantively of the facts of deprecia- 


tion, of their financial effects, of the 
provision for them, and of the resulting 


nds, without any attempt to follow 


1 


trictly what Professor Allyn Young 


-d to call “‘the arbitrary categories of 


inting.” These practices certainly 


play havoc with a teacher’s efforts to 


n] 


ain these phenomena in precise 
the elementary minds of 
lege students, and every account- 


ing teacher is forced to resort to his 
wn devices for keeping these classifica- 


s clear; but pedagogical exigencies 





scarcely justify him in telling the vet- 
eran practitioners that they do not 
know what they are talking about. The 
accounting teacher’s problem is analo- 
gous to that of the teacher of chemistry, 
who must lay a foundation of inorganic 
before he can do much with organic 
chemistry; accounting in real life re- 
sembles the latter much more than the 
former in that the elements with which 
it deals are seldom found in a pure 
state. 

In Parts II and III Mr. May threads 
his way through the thorny questions 
of depreciation and valuation, discuss- 
ing their application both in the indus- 
trial and in the public utility field. He 
points out the logical conflicts of the 
several theories developed by the courts 
and regulatory bodies, carrying these 
theories to their inevitable conclusions 
with relentless logic. These are among 
the most arduous portions of the book, 
into which nobody should venture 
without being prepared to give sus- 
tained attention to close reasoning. In 
different places the author may seem to 
be accepting contradictory ideas, when 
he is in fact only pointing out, not 
necessarily with approval, the logical 
consequences of the different theories. 
In particular he draws out clearly the 
confusions which arise between de- 
preciation as a factor in accounting 
in ordinary business and depre- 
ciation as a factor in rate-making; 
between depreciation as an element in 
income determination and depreciation 
as it may or may not affect the value of 
assets. Certainly no professor of ac- 
counting, and no practising accountant, 
can reach conclusions on these issues 
which he can regard as final until 
the U. S. Supreme Court, the Inter- 
state Commerce Commission, the Fed- 
eral Communications Commission, and 
other bodies have arrived at more 
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harmonious views on such fundamental 
concepts as “‘ prudent investment” and 
‘present fair value.’ When within the 
Supreme Court itself we find Mr. 
Justice Brandeis as the chief protago- 
nist of the prudent investment theory, 
and Mr. Justice Hughes the author of 
the famous dictum, “It is that prop- 
erty, and not the original cost of it, 
which is protected by the Constitution” 
(Minnesota Rate Cases, 230 U. S. 454), 
thus laying down an apparently in- 
escapable basis for present value, then 
lesser mortals cannot but tread with 
due humility. These problems are dis- 
cussed with a broad sweep, not only in 
the sections mentioned, but also later 
in the book, as the third chapter under 
the title “The Influence of Accounting 
on the Development of an Economy.” 
Departing altogether from technical 
accounting considerations, Mr. May 
points out that for many years the 
country wanted railroads and wanted 
them badly enough to be almost indif- 
ferent to the cost; that from the 
revenues available from the meager 
trafic of pioneering years it was not 
possible to make the appropriations de- 
manded by straight-line depreciation 
and still show a net return upon invest- 
ment; that such a policy would have 
discouraged the financing, and therefore 
the construction, of the roads which 
were being demanded, and therefore 
straight-line depreciation was not prac- 
tically possible. The only basis on 
which this logic can be attacked is to 
argue, as some do, that the interests of 
the country would have been better 
served by a slower and more deliberate 
development, but at best this is an 
ex post facto type of argument. The fact 
remains that the leaders of those days 
adopted accounting principles condu- 
cive to the construction of railroads, 
and probably the losses to investors 


were greatly outweighed by the gains t; 
the community at large. Whether th 
accounting reports of those days prac. 
tised “full disclosure”’ for the benefit o/ 
the investors who provided the money 
is another question, which would nov 
be more insistently asked than it wa; 
then. 

The influences of accounting upon 
internal management are well illus. 
trated in the discussion of the Goodyear 
reorganization of 1920 (I, pp. 291-316). 
The company management prior to the 
reorganization was characterized a; 
being good in manufacturing, in selling, 
and in general development, but weak 
in the controls of purchases, of finance, 
and of accounts. The resulting manage- 
ment was ‘‘a fair weather sailor,” un- 
able to navigate when a real wind was 
blowing, the similes being pointed with 
classical allusions to Horace. 

The last item in the book, a letter t 
J. M. Keynes pointing out certain 
fundamental discrepancies in one of the 
tables in his work, The General Theory 
of Employment, Interest, and Money, 
well illustrates the range of Mr. May’s 
interests. The table related to computa- 
tions of the net increases in investment 
in the United States, after deductions 
for decreases from maintenance and 
depreciation. Mr. May observed that 
these deductions were not on the same 
footing as the gross totals from which 
they were subtracted, and in a note in 
The Economic Journal (London) for 
September, 1936, Keynes accepted this 
correction. 

One series of papers (II, pp. 49-123 
deals with the regulation of securities, 
and brings out certain aspects of that 
problem which in these days tend to be 
minimized, if not overlooked. He em- 
phasizes the desirability, from the point 
of view of the public good, of a iree 
flow of capital into industry, he points 
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- the inevitable dangers inherent in 
adustrial investment, and the disap- 
‘;tments which must follow too high 

; of eliminating them. But he rec- 
nizes the need for progress, and few 
have done more to promote it 


» sound and practical lines. 


Statement of Accounting Principles. 


\ paper from The Accounting Review? 
professors of accounting to 
oncise statement of the funda- 
principles of accounting. ‘Two 
ese propositions are: 


8. The income statement for any given 
period should reflect all revenues properly 
en accounting recognition and all costs 
tten off during the period, regardless 
f whether or not they are the results of 
perations in that period: to the end that 
for any period of years in the history of 
he enterprise the assembled income state- 
ents will express completely all gains 


). The income statement for any given 
1 should, where necessary, be divided 


two sections, one showing particulars 
peration for the period, measured as 
irately as may be at the time, and the 
er showing realized capital gains and 


es and extraordinary credits and charges 

resulting from income realization and cost 

rtization not connected with the 
erations of that period. 


he authors of these proposed rules are 
idently impressed, as they should be, 
’ the essential incongruity of the too 
mmon experience of having com- 


panies report substantial earnings per 
share over a period of years, only then 


liscover that the sum total of these 


earnings must in part be whittled away 


ital or surplus adjustments. But 


\ inting Association, “‘A Tentative 
Accounting Principles Affecting Cor- 
rts,” June, 1936, pp. 187-191. 





consideration of a few aspects of the 
matter will raise doubts as to whether 
the proposed remedy is really a remedy, 
or whether it does not merely change 
the location of the trouble. 

In the first place earnings, earned 
surplus, capital surplus, and capital 
represent important conceptions which 
it is necessary to keep distinct, in spite 
of the constant interchange among 
them. Changes in the accounts repre- 
senting these four different things 
should accordingly be kept equally dis- 
tinct; there is no question of this being 
done in the ledgers, and the above pro- 
posals plainly intend that the income 
statement will be marked off in three 
stages showing (1) income of the year 
proper, (2) income adjustments for 
prior years, and (3) realized capital 
gains and losses, but all totaling up to 
one final figure called—what? No an- 
swer is given by the proponents of this 
form of income statement. It certainly 
could not be called “net income for the 
year,” since that is the name of the last 
item in the first part. The net total of 
parts one and two would be “net 
change in earned surplus,” but one is 
baffled to find an appropriate descrip- 
tion for the final figure of the entire 
income statement as given at the end 
of part three. Since the proposals are 
made “‘to the end that for any period 
of years in the history of the enterprise 
the assembled income statements will 
express completely all gains and losses,”’ 
one can only surmise that it is the in- 
tent to call this terminal cumulative 
figure ‘‘final net income,”’ in spite of the 
fact that it includes “‘capital gains 
and losses, extraordinary charges and 
credits to income, including substantial 
adjustments applicable to but not rec- 
ognized in prior years.... ” 

But would this be a more informing 
statement than those now being issued 
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by many companies? It seems difficult 
to believe so, and it is much more likely 
that business will continue to evolve 
its accounting principles along their 
present lines, namely, with an income 
statement reflecting the results of the 
year’s operations as truly as possible, 
and with surplus to absorb adjustments 
for prior years and capital gains and 
losses. 

Mechanically the difference between 
one statement divided into three sec- 
tions and three separate statements is 
not of enough moment to spend argu- 
ment upon. But the entire context of 
the section on Measurement of Income, 
from which the above paragraphs were 
taken, indicates that what is intended 
is nothing less than an attempt to write 
a fundamentally new definition of an- 
nual income. The first fallacy that 
seems to lie at the root of the new def- 
inition is the more or less tacit assump- 
tion that there is literally such a thing 
as an “accurate” income statement. 
But no real grasp of financial state- 
ments can be had without understand- 
ing the extent to which they are matters 
of judgment based among other things 
on assumptions as to the future course 
of events affecting the company, and 
the idea of an “accurate” account is in 
itself likely to be one of the greatest 
delusions. 

Second, corrections of the costs and 
income of past years are not costs and 
income of this year, and only confusion 
can come by correcting one mistake by 
making another. Earned surplus is the 
account containing the present result- 
ant of all past income charges and 
credits, and earned surplus is the ac- 
count to be used for subsequent correc- 
tions therein. But it is not necessary to 
insist on doing this with minor items, 
especially those which recur year by 
year, such as small losses and gains on 


plant items retired, which may be sum. 
marized into a regular item for every 
year. 

Third, substantial capital losses and 
gains are certainly not proper items for 
the income account of any year. What 
the writers probably have in mind 
is substantial property write-downs 
which, if they had been effected by 
heavier past depreciation charges, 
would have reduced net earnings of 
past years; since this has not been done, 
they would reduce the net earnings of 
this year, in order that the total net 
earnings for all years may be “cor- 
rect.” But this again is begging the 
question as to whether such a charge 
is a charge against the earnings of any 
year. If it really is a result of failure t 
charge proper depreciation, certainly 
the omitted charge would have been 
against earnings, and the correction 
should now lie against earned surplus. 
When the writers, however, specify 
“capital gains and losses,” they pre- 
sumably refer to items which are gen- 
erally regarded as capital items, such 
as a reduction of property value due to 
a fall in the general price level, or a loss 
of property due to some physical or 
economic catastrophe; and if any doubt 
remains as to how they would treat 
such items, it is dispelled by the dis- 
covery that the section on Capital and 
Surplus makes no mention of the term 
“‘capital surplus,” but on the contrary 
adds: “‘Charges for all cost amortiza- 
tion, losses recognized, and other asset 
values expired should be by way of th 
income account to earned surplus.” 
Now while it is true that there is among 
accountants some disposition to feel 
that the insistence on capital surplus 
has tended to be overdone, it is most 
unlikely that they will consent to the 
total abolition of this account, espe- 

















now that it has entered into so 





oe any official requirements.‘ 

= It seems to be feared by the pro- 
aris ents of these new principles that 
a entered in earned surplus or 
Whar tal surplus accounts will be over- 
ated ked by the security analyst, whereas 
‘Tea - same items 1n the second or third 
d by. section of an income statement will 
sees receive full weight. [his is another 
” fallacious assumption; every security 
ic nalyst worth his salt combs over the 
on lus account as carefully as the 


income account; moreover, he learns a 
few things extra from the accounting 
eo ibits of the company in apportioning 
a charges between income and surplus. 
‘ r ‘‘the man in the street,” or the 
ial investor,’ no sensible person 
will assume the responsibility for pro- 
posing any accounting procedure what- 
_— ver on the ground that it will place 
: ing with serious students of the 
rCily subject. The soundest and clearest in- 
pre- formation must be given to all, but no 
rm of presentation can pretend to 
iake complex matters simple. 

et he best and soundest remedy lies in 
$8 another direction, and is one which the 
| oF writers of these new principles unfor- 
ubt tunately seem disposed to reject. They 


+ l 
rea urge tnat: 


me statements for a_ series of 
should not be distorted or arti- 
stabilized through the practice of 
ting large operating reserves in cer- 
riods and charging to such reserves 

in succeeding periods which it is 
tn red not to reflect in the current income 
S tatement. Surplus set aside for contin- 
ies or for other purposes does not lose 
entity and should ultimately be 
tact to surplus account. Any 
irising from such contingencies should 

e reflected not in the reserve but in the 


- A 


red in 


\ T 
. i \ 


, Form 10, Form A-2. 
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income statement of the period in which 
the loss is incurred.° 


There are doubtless items and cir- 
cumstances with respect to which the 
foregoing advice is sound, but its gen- 
eral tenor is in the wrong direction. In 
a world subject to all the hazards which 
business encounters, it is the merest 
prudence and common sense first to 
make provision for all the normal and 
foreseeable losses, then to resolve every 
doubt on the side of caution, and then 
to recognize the fact that in all prob- 
ability losses and dangers lie ahead 
which cannot possibly be foreseenand 
provided for by specific title, and there- 
fore to make general provision over and 
above all definite ones. This procedure 
is not, as many suppose, the arbitrary 
transfer of fair weather profits to offset 
bad weather losses; the roots of the 
losses are in the conditions generated 
in the apparently fair weather, and the 
profits of that period are in a very real 
sense not accurately reported until 
reasonable provision has been made for 
the inevitable losses inherent in the 
situation. By making such provisions 
in advance, before arriving at net in- 
come, the goal of these reformers will 
be reached, in that income statements 
so prepared would always be net; no 
subsequent whittling of previously 
stated profits would be necessary, be- 
cause the losses would be charged to 
the reserves set up to provide for them. 
Good accounting would of course re- 
quire that setting up the reserves, and 
the subsequent charging off of losses, 
would be clearly reported. Nor is it 
here proposed to set up secret reserves 
of the English type, with one profit 
stated in the ledger and a different 
amount given in the published report. 
The same profit amount would appear 


5 The Accounting Review, June, 1936, p. 190. 
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in both places, but it would be a profit 
arrived at after adequate provision for 
all the hazards inherent in the earning 
and realization of that profit. This is 
the policy dictated alike by good ac- 
counting and sound financial manage- 
ment, and it is to be regretted that the 
writers of these principles have sought 
to discourage it. 
Public Utilities and Original Cost. 
The rate-making controversies between 
regulatory commissions, both Federal 
and state, and the utilities have pro- 
duced a curious species of property 
accounting which, if it threatened to 
extend further, would be matter of 
serious moment. This refers to the re- 
quirement that property acquired from 
a predecessor utility be stated, not at 
the cost to the present owner, but at 
the cost to that utility which first ap- 
plied the property to public purposes. 
This accounting basis was prescribed 
by the Public Service Commission of 
the State of New York, and met ad- 
verse decisions in the courts of that 
state.6 But the Federal Communica- 
tions Commission’ has carried the 
matter to the United States Supreme 
Court’ and has there found support for 
it. In the meantime the National As- 
sociation of Railroad and Utilities 
Commissioners has incorporated the 
same principle in its Uniform Account- 
ing System for Electric Utilities,® and we 
may accordingly expect to see it ap- 
plied generally to utilities throughout 


the country. 

Anybody who is at all familiar with 
the history and litigation of the rate- 
making controversy will recognize the 
® Matter of New York Edison Co. v. Maltbie, 271 N. Y. 
10}. 


7 Uniform System of Accounting for Telephone Com- 
panies, Issue of June 1, 1935. 
8 American Telephone G Telegraph Company et al. 


v. U. S., December 7, 1936. 
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purport of this type of accounting 
There can be little doubt that the r. 
quirement for making original cost t 
original owner the basis for the prop- 
erty accounts is associated with hope; 
to extend, among courts and com. 
missions, the acceptance of the pn. 
dent investment theory of property 
valuation. 

Had the commissions required utility 
companies to keep memorandum tec. 
ords of these original costs to original 
owners, apart from and in addition t 
the financial accounting records, 
exception could have been taken to the 
requirement, other than the universal 
one that it was just another burde: 
But it is unfortunate that the integrity 
of the financial accounts should be 
impaired to serve a theory which, what- 
ever its merits, it is not the business 
accounting to advance. The United air 
States Supreme Court said that as 
between the accounting system favored 
by the telephone company and that 
imposed by the Commission, the Court 
did not undertake to judge, but held 
merely that the Commission had the 
power to require its system to be used, 
and had not exceeded or abused its 
powers. Thus the Court specifically 
left the character of the accounting 
system prescribed by the Commissior 
an open question,!® and no accountant 
will have any difficulty in pronouncing 
that the Commission’s accounting re- 
quirements are not in accordance wit! 
standard accounting principles. 

There are, of course, technical as- 
pects of the question which tend 
modify the effect of what has been 
said, and of what the system does. ‘The 
®* New York: State Law Reporting Company, 1937 
This should be qualified to the extent that 
Court held the system not to be “ ‘so entirely at 
with fundamental principles of correct account! 
to be the expression of a whim rather than an ext 
of judgment.” 
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nce between original cost to orig- 
wner and original cost to the 
owner is to be carried in an 
“ stment account, and the ultimate 
a. facts of the whole procedure will, 
A turn upon the handling of 
int. If it is to be treated as an 

| integral part of the property 
int account and if it is to be de- 
1 through the regular deprecia- 
‘pense accounts, then the whole 
n will be of little moment. But 
as not intended to be sotreated 
sted from the provisions for the 
ation of this adjustment ac- 
it is to be amortized or written 

this Commission may direct.””!! 

, \oreover, if this adjustment account 
1 be vere intended to be treated merely as a 
hat- statistical subdivision of the plant ac- 
per, then other mechanisms 

ed lready included in the system would 
bs have been availed of for that purpose. 
first no account was included in 
perating expense section for the 
tization of this adjustment ac- 
held int, thus making no provision for its 
tion except through surplus, 
7; ? an account was added to the 
L its perating accounts for this 
a] se. Thus the Commission recog- 
bias nized at least the possibility that the 
nent account may _ represent 

ant bona fide investment in sound prop- 
\loreover, certain interpretations 
e were furnished by the Commission, and 
wit el lied in the decision of the Su- 
Court, intimating that the Com- 
would in all cases consider 
her or not amounts in this adjust- 
unt represented ‘“‘assets of 

ing value’; and if they were 

» be “definitely attributable to 

le telephone plant,” then they 


: r * lyve¢ 


expense 


( munications Commission, Order No. 
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would be retained in the account until 
they ceased to exist, and provision for 
their amortization would be made. 
That investments in property should 
be carried in properly designated prop- 
erty accounts until they can be amor- 
tized or depreciated through operating 
expenses charged against income, has 
always been a basic principle of ac- 
counting; it is rooted in the economic 
principle that no final profit can be 
shown until capital outlays, as well as 
current outlays, have been recovered 
out of income. The reason given by the 
Supreme Court for a different account- 
ing by the Federal Communications 
Commission is that most of such prop- 
erty acquisitions are made ‘“‘from af- 
filiates or subsidiaries,” and therefore 
are suspect. Doubtless such occasions 
have been availed of to inflate prop- 
erty values, but for the Federal Com- 
munications 
that all increases in 
related companies are fictitious is going 
to an unwarranted extreme. In an age 
of rising property values and price 
levels it is unnecessary to look beyond 
natural economic causes, to which 
everybody is subject, to explain an in- 


Commission to assume 
value between 


crease in the price at which a particular 
piece of property may be transferred, 
over and above its first cost established 
years earlier. While therefore it is some- 
thing that the Commission recognizes 
that these increases in value may be 
real, yet it does not seem entirely just 
to put the burden of proof upon the 
utility; why is it not more reasonable 
to assume, in these days of public super- 
vision of utility operations, that an 
intercompany transaction is bona fide 
until the Commission can prove it 
otherwise? This doctrine should cer- 
tainly hold for properties not acquired 
from related companies. 
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The matter should serve to reémpha- 
size, in the minds of others than public 
utility men, the importance of property 
accounting. It should increase the re- 
spect of industrial managers generally 
for the integrity of the property ac- 
counts as reflections of the investment 
of the owners, and should discourage 
any tendency toward light-heartedness 
in restating property amounts, either 
upward or downward. But obviously 
this result can come only if, as recom- 
mended later, a more constant effort is 
made to secure that the property ac- 
counts shall in the first instance reflect 
a genuine investment, and not a more 
or less capricious amount based on 
stock issues. 


Securities and Exchange Commission. 
The accounting regulations of the Se- 
curities and Exchange Commission, 
notably those contained in Form A-2 
under the Securities Act, and Form 10 
under the Securities Exchange Act, 
have become the basis for avast amount 
of accounting activity, and for a new 
kind of accounting literature, namely, 
the Decisions of the Commission. From 
the broad fact that the Securities Act 
and the Exchange Act are both going 
concerns, established parts of our busi- 
ness routines, it may be inferred that 
the Commission’s accounting regula- 
tions have in general been found reason- 
able and practicable. Considerable re- 
lief was expressed, at the time of the 
issue of these new forms, at the more 
liberal and practical nature of the 
requirements as compared with those of 
the earlier Form A-1. But the Commis- 
sion utilized its opportunities in a 
double way; not only did it offer this 
relief to the old and reputable concerns 
of the nation; it also took occasion to 
them and the 


distinguish between 


newer promotions which were not in 
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a position to point to a long histop 
of earnings and accomplishment ap; 


which, whenever they desired to of. 


new issues to the public, were therefo,, pe 
required to register on the more exac:. a 
ing Form A-1. The Commission’s pp. oa 
ports and proceedings all indicate thy a 


its adverse decrees are directed almos Th 
wholly against small new promotion; | 
and very little against large and ol 
established companies. This remark. 
however, does not apply to the Holding 
Company Act in the same way as to the 
Securities and Exchange Acts. “Ww 

The discussions which attended the 
development of these various account- 
ing requirements are now matters of MB. ; 
history; but the administration of them i" 
provides, in the Decisions of the Con- 
mission, a running commentary upon, 
the accounting practices of the comp:- 


nies seeking registration with the Com- 
mission. These decisions have touched wee 
upon a great variety of accounting P - 
topics, but have given preponderant rt 
attention to questions of propert; esi 
values, both tangible and intangible. # °° 
The Commission has attacked particu.  "" 

ant 


larly property values which seemed 
inflated, either on the basis of appraisal, J °°" 
or security issues, or both. A sharper Dal 
distinction between tangible and 

tangible properties has been insistec mus 
upon throughout. Those who think that equ 
accounting has to be a dull subject 


should read some of the passages from that 
the Decisions of the Commission;’* the boo 
language is always incisive and some- a “| 


times picturesque. 


Mr. Sweeney’s book on Stabilized Ac J ano 
counting'* comprises two main things has 
a discussion of the problem of fluctuat- tain 
ing values arising from changing pr 
13 Vol. i. Nos. 1 and 2. 


Henry W. Sweeney, Stabilized Accounting. N 
York: Harper & Brothers, 1936. 232 pp. $3-' rs 


a) 
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levels, and an accounting device by 
which correction may be made for 
these fluctuations. The former is likely 


herefor attract more attention, and to have 
© €Xact- Me ore far-reaching effects, than the 
on's r- articular method proposed for dealing 
ate thar Me se: 


almost 


. The central question provoked by 
10t1Ons 


Fthis book is, of course, whether any 
ind ol HM such procedure will really add to the 
emark, MF value of what the author terms “‘ordi- 
Tolding nary accounting” or “orthodox ac- 
Sto the MF counting.” His first chapter, entitled 
“Where Ordinary Accounting Always 
Goes Wrong,” strikes the keynote of 
the book, and seeks to prepare the mind 
r his remedy. The difficulties he there 
noints out are very real, and every man 
f experience in this field has been 
troubled by them. 
The discussions throughout imply 
certain fundamental differences in view- 
int between the author and the 
“orthodox” accountants, and it is in 
these differences that the nub of the 
question lies. The first difference is that 
which leads him to adopt a predomi- 
nantly mathematical conception of ac- 
counts. He complains (p. 42) that the 
sheet “‘violates the funda- 
mental mathematical rule that like 
must be added to like.” His plans 
require (p. 176) that “‘the total amount 
' theoretically correct depreciation 
that should have been provided on the 
books must be calculated.” He aims at 
a “basis whereby final accomplishment 
’ rather than merely looking 
at “current accomplishment.” This is 
another example of the tendency which 
nas been described as looking for cer- 
tainty where no certainty exists, and 
tis the real difficulty with the entire 
rogram of stabilization. For while ac- 
ting is quantitative in its expres- 
its interpretation must become 


led the 


>count- 


Dalance 


© in1daed ? 
10 PCa 


essentially qualitative before it can be 
said to have reached a very penetrating 
level. 

The property accounts and the in- 
ventories are the accounts in which 
price fluctuations create most difficulty, 
and the difficulties are not removed by 
stabilization. When the author regrets 
that the ordinary balance sheet adds 
together “‘cabbages, carrots, and little 
red radishes” (p. 8), his distress is well 
founded; but after he gets through with 
his stabilization the cabbages, carrots, 
and little red radishes are still there, 
with a few pumpkins thrown in. Plant 
assets, inventories, and _ receivables 
really are very divergent assets; the 
art of accounting interpretation re- 
quires an understanding of these diver- 
gencies, and mathematical contrivances 
to eliminate them do not assist. 

A number of corporations give, in 
their annual reports, information about 
price levels and unit prices relating to 
their inventories; less often they give 
information about present replacement 
values of their plant. In many cases it 
would be helpful if more information of 
this sort might be given, especially 
with respect to inventories; and, if this 
turned out to be one of the results of 
Mr. Sweeney’s book, it will have 
eminently justified its appearance. But 
for purposes of the accounts original 
cost is probably still the most significant 
fact about the plant. 


Books on Auditing and Public Account- 
ing 


Examination of Financtal Statements*® 
is much the shortest, and is also by far 
the most significant, of the books under 
consideration. It represents the latest 
version, carefully revised by a com- 


15 American Institute of Accountants, Examination 
of Financial Statements. New York: American Insti- 
tute of Accountants, January, 1936. 46 pp. 








petent committee of the American 
Institute of Accountants, of the pam- 
phlet which originally appeared in 1917 
under the title Verification of Financial 
Statements, as a joint venture of the 
Institute and the Federal Reserve 
Board. As such, it has always been 
regarded as an authoritative statement 
of what the accounting profession on 
the one hand regarded as a satisfactory 
audit, and what the banking author- 
ities on their part were willing to accept 
as an adequate protection to them- 
selves when they rely upon certified 
financial statements. Naturally the 
problems of auditing could scarcely 
be exhaustively treated in so small a 
space, but the pamphlet does remark- 
ably well in presenting the program for 
the standard balance-sheet audit of the 
medium-sized concern, with some indi- 
cation of the changes needed in the 
audit of the smaller and the larger type 
of business. In addition to thus setting 
forth the technical procedures which 
are designed to assure the integrity 
of the resulting statements, this new 
edition makes some prefatory observa- 
tions about the general character of 
financial statements, the purposes they 
are designed to serve, and the basis on 
which they are typically constructed, 
in nontechnical language which will 
make it all the more helpful to the lay 
reader. In fact there is no other work 
which states so authoritatively, and 
with such economy of paper and ink, 
what financial statements are supposed 
to contain, and what is implied by their 
verification by public accountants. 
There is also reproduced (p. 41) the 
standard form of auditor’s report which 
was developed by the correspondence 
between the American Institute of 


1D. L. Trouant, Financial Audits. New York: 
American Institute Publishing Co., Inc., 1937. 


245 pp- $2.50. 
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Accountants and the New York Stock 
Exchange as the best expression of the 
auditor’s work and results. This form 
has had a wide recognition in company 
reports of the last two or three years. 
for although auditors, as they should. 


reserve to themselves freedom of ey. 


pression to meet the varied condition; 
of their work, yet a marked majority 
of all their reports coincide substap- 
tially with this form. Any business man 
who wants a succinct statement on any 
of these matters will find this pamphlet 
his most reliable guide. 

A book just published'® is in sub- 
stance an amplification of Examination 
of Financial Statements, and is at the 
same time a development of F. W. 
Thornton’s Financial Examinations. |n 
fact Mr. Trouant devotes his last <0 
pages to reproducing the full text 
Examination of Financial Statements, 
The materials which the present « 
thor has added to the older work fall 
mainly into two classes, namely, rea- 
sons for the procedures recommended 
in the earlier pamphlet, and a discus- 
sion of optional or modified procedures 
The chapter titles of the book follow 
almost exactly the section headings o! 
the pamphlet, these being in the main 
the principal items in the balance sheet. 

The author’s associations are such as 
to furnish him with the necessary 
experience for the task of writing this 
book, and to give him access to the in- 
tentions of those who prepared the 
pamphlet. The amplifications of the 
former may, therefore, be presumed ! 
be in full accord with the spirit of the 
latter, and to that extent will cary 
equal authority. 

The second edition of Professo: 
Eggleston’s Auditing Procedure" 


7De Witt C. Eggleston, Auditing Procedure. Xe 
York: John Wiley & Sons, Inc., 1935. 506 pp- 445 
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neral in character than the 
ims to state the general prin- 
f auditing, and omits those parts 
. earlier edition which dealt with 
iliar problems of different types 
iness. In place of these the new 
ntroduces illustrative working 
the auditor’s working ma- 
and contains a variety of 
problems. The great part of 
is, however, little changed 

e first edition. 


Investigations for Financing"® is a re- 
ision of Professor Himmelblau’s Ad- 
unced Auditing; as the name implies, it 


with the processes of accounting 
tigation connected with new is- 
In addition, therefore, to dis- 
issing basic questions of statement 
reparation, it goes into such matters 
praisals, application of funds, 
power, and insurance. ‘The 
exercises center around a set 
ing papers, from which may be 
red a sample registration state- 
n : Securities and Exchange 
Commission. 


Professor Teevan’s book of C. P. A. 
Questions and Answers'® contains the 


stions asked in the examina- 
f the American Institute of Ac- 

nts from 1925 to 1935, and 

ws an earlier volume by the same 

r which covered the eight preced- 

ng years. Any criticism one might feel 
1 to make would be directed 
against the answers, which seem 
well done, than against the scope 

e questions. How much law a pub- 
untant ought to know must 

be a moot question, especially 

h he ought to know at the 

of his career, when he takes this 


lblau, Investigations for Financing. 


The Ronald Press Company, 1936. 
Gc. -. #4 Quest and 
Y rt e R a Pre Ss Cc ipany, 
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examination; one hears experienced 
lawyers of high standing say that some 
of these questions, asked with a simple 
and ingenuous air, would be too much 
for them! What they mean, of course, is 
that they are too well aware of all the 
varieties of circumstance which might 
transfer a question from one legal basis 
to another, and very likely change the 
decision. This is what the candidate 
must not do; he must in childlike faith 
take the question at face value, and 
return his categorical answer. In fact 
here is the reason for the common al- 
legation, made not only with respect 
to law but to all business subjects, that 
veterans could not pass the examina- 
tion which sophomores pass with the 
greatest of ease. The general area cov- 
ered is indicated by the three ap- 
pendices, containing respectively, the 
Negotiable Instruments Law, the Uni- 
form Sales Act, and the Uniform Part- 
nership Act. 

The main purpose of Mr. Wren’s 
book, Accountants’ Certificates,*® is to 
present 124 samples of actual cer- 
tificates selected from the reports of 
corporations issued during 1936, pro- 
ceeding from the more brief and simple 
to the more elaborate and lengthy. To 
anybody interested in seeing the certifi- 
cates of different firms of public ac- 
countants, as applied to different types 
of industry, these exhibits will be of 
value. The author’s own comment, and 
the indexes and summaries of the cer- 
tificates, are confined to 32 pages of the 
book, the summaries being made on 
the basis of the topics covered or re- 
ferred to in the certificates. 

The general tenor of the comment is 
that a new day has dawned in the re- 


1935. 265 pp. $3.00. 
20 James H. Wren, Accountants’ Certificates. New 
York: The Ronald Press Company, 1937. 188 pp. 


$4.00. 
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porting of company results and that 
these longer certificates are the evi- 
dence of a very much better job being 
done. It is difficult in places to discover 
the basis for this enthusiastic convic- 
tion. In many cases the improvements 
consist merely in the accountants tell- 
ing in greater detail the extent of the 
examination on which they have based 
their certificate. While this is of interest 
to those concerned with auditing pro- 
cedures and also to some who bring 
exceptional intelligence or minute care 
to a study of the accounts, yet it does 
not necessarily mean that the accounts 
themselves are more reliable or more 
informative. The book opens with four 
certificates relating to two corpora- 
tions; for each corporation there is a 
short form of certificate called “old 
form” and a longer, more recent cer- 
tificate called “‘new form.” The short 
form and the long form are both by 
the same firm of public accountants, 
though a different firm for each com- 
pany. These examples are made the 
text of an encomium on the wonderful 
developments of accounting, especially 
since the Securities Act brought its 
benign influence to bear; but it is much 
to be doubted whether the accounting 
firms in question would admit that 
there was any great difference between 
the authenticity of the accounts at the 
two dates. While there is something to 
be said for these views as applied to 
newer and smaller corporations, par- 
ticularly when they seek to register 
with the Securities and Exchange Com- 
mission, it is to be doubted whether 
the older and well-known corporations, 
from which most of these examples are 
drawn, have effected so extensive a 
revolution in their accounting practices 


31 William R. Thompson, Accounting Systems, Their 
Design and Installation. Chicage: LaSalle Extension 
University, 1936. 760 pp. $5.00; and J. Brooks Heckert, 


as these comments would seem to jp. 
dicate. What the book does mean js 
that public accountants, largely under 
the urging of the Commission, are 
stating more explicitly just what kind 
of examination they have made, and 
are offering somewhat more comment 
about the company’s accounts. The 
task of discerning what these accounts 
mean in terms of the company’s finan- 
cial position and prospects still calls 
for a high level of judgment and wisdom 
on the reader’s part, a fact which, for- 
tunately, this book does not fail to 
point out. 


Applied or Constructive Accounting 


The work of devising an accounting 
system suitable for and adequate to the 
needs of a particular business is a special 
and important division of the account- 
ant’s art, calling for a combination of 
qualities including a sense for organiza- 
tion and management, in addition to 
the basic knowledge of accounting 
principles. Two books on accounting 
systems”! stress the requirements of the 
particular business and of its executives 
as a basis for whatever forms and rec- 
ords are designed. Systematizing goes 
beyond the “arrangement of accounts, 
records and forms,” says Mr. Thomp- 
son, and includes organizing and plan- 
ning the work (p. 1). Apparently the 
work referred to is that of the manufac- 
turing departments, but the statement 
applies with equal force to the organiz- 
ing and planning of the accounting 
work itself. A special introduction, b} 
Mr. Alexander S. Bankes, places very 
appropriate emphasis upon (1) the 
practical utility of the system, and (2 
its economy in use. The latter is always 
a derivative of careful organization 0! 


Accounting Systems, Design and Installation. New 
York: The Ronald Press Company, 1936. 533 P! 
$4.00. 
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he various phases of the accounting 


nto a unified whole, a matter 


rK 1NtloO 


h might well be given prominent 
tion at the very outset. 
he book is predicated upon the situa- 
in which an outside consulting 
intant is invited to install the sys- 
{ contains a careful statement 
his initial relations and under- 
f maintaining continuously friendly 
sympathetic relations with the 
t’s accounting staff might be fur- 


er emphasized. A further assumption 


nderlving much of this material is that 


Ly il 


the client knows what he wants (p. 


_so that the consultant can with 


me assurance proceed to prepare the 


ern 
iC dd 


ire system as a unit. But often the 


t does not have such definite ideas, 


d the consultant’s first activities may 


<ploratory from the point of view 


both of them. In such case a pre- 


vhich the consultant outlines what, 


fter a brief examination, he regards as 


possibilities. An example of such a 
rt, dealing with a hospital, is given 


pages 686-687. 
’rofessor Heckert’s book, instead of 


ting of a series of systems, each 


e designed to fit a particular indus- 


, makes a functional approach to his 


em, which is avowed as a purpose 


the preface and adhered to through- 


he book. The author starts out by 
liring what management needs from 
ting, then subdivides this ques- 
into all the varied activities of 


nagement, both general and depart- 


tal, and from these seeks to devise 
systems and procedures as will 


tisfy those needs. It is assumed that 


ody who has system work in hand 


i be, or will be in a position to be- 


me, well acquainted with the tech- 


aspects of the products and 
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operating processes of the industry 
with which he deals, and, although it is 
true that these conditions will neces- 
sarily modify the accounting for that 
industry, yet on the other hand ac- 
counting has its own techniques and 
procedures, applicable to its own prob- 
lems and not always conditioned by the 
industry. In fact, the same accounting 
procedures are frequently found to 
work very well in industries apparently 
the most unlike. These circumstances 
would seem to give a good deal of 
reason to Professor Heckert’s endeavor, 
and the preface states that the author 
has found his approach effective both 
for teaching purposes and in practice. 

Another satisfactory feature of this 
work is that it takes cognizance of the 
human agencies by which these proce- 
dures can alone be made effective. 
Included in Chapter 2 is a paragraph 
heading entitled “‘Qualifications of the 
System Man’”’; Chapter 32 deals with 
the controller who must operate the 
system; and Chapter 34 discusses the 
manual by which the system will be 
codified and rendered clear and under- 
standable for all who have part in the 
work. 

In a work emphasizing managerial 
responsibilities, and the part played in 
these by accounting, it is natural that 
attention be devoted also to the budget. 
This, however, is not treated as such all 
in one place, but, true to the functional 
pattern, the appropriate budgetary pro- 
cedure is described as each department 
or function of the business is discussed. 

A book on wholesale accounting,”? 
by Professor Heckert and Mr. Stone, is 
a practical demonstration of the ap- 
plication of the principles developed in 
the professor’s Accounting Systems to 
22 J. Brooks Heckert and Irving J. Stone, Wholesale 


Accounting and Control. New York: McGraw-Hill 
300k Company, Inc., 1935. 244 pp. $3.00. 
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the field of wholesaling. Pointing out work. The bookkeeping forms and pro. 
that the vast volume of wholesaling is | cedures are more amply illustrated jp 
done by a large number of small and Mr. Thompson’s book, where the hospi. 
medium-sized concerns, the authors tal system is for an endowed institution, 
proceed to evolve a series of appropriate The difficulties of the unit “cost-per- 
accounting measures for the control of _ patient-day”’ as a basis for costing con- 
their selling costs, operating expenses, trol are pointed out as being due to the 
inventory, and accounts receivable, very great (and desirable) variety | ‘ 
these being regarded as the crucial organization and function among hospj- 
points in the wholesaler’s activities. De- _ tals. In spite of this it is worth while for 
partmental profit and loss statements hospitals to work in the direction 

are proposed, and there are discussions comparable financial statistics for simi- 


of profit and loss by items, by orders, by _ lar services. Whether a_ hospital js ¥ 
customers, by salesmen, and by terri- maintained directly out of public funds 3 
tories. Good sense is shown in the rec- _ by a division of government, or out of : 
ommendation (p. 98) that all these contributions and endowments sub- 
analyses should not be continuously _ scribed by public-spirited citizens, it 


maintained, but should be worked out _ should be no whit behind or below the 

from time to time, oftenenough to keep _ standards now being required of busi- 

the management informed as to its ness in its public reporting practices, 
bearings. and in furnishing a fair basis for judg- i 

Hospital Accounting and Statistics?® ment and comparison. 

has been prepared for publication by a Professor Gillespie’s work on stand- 
committee (Professor Rorem, Chair- ard costs** is of more than ordinary 
man) acting under the auspices of the interest to teachers of cost accounting 
American Hospital Association, and and topractising cost accountants alik« 
may therefore be regarded assummariz- _It takes time to deal exhaustively wit 
ing the experience of the profession. It the different varieties of procedur 
is analogous to the uniform accounting which the adoption of standard costs 
system prepared by atradeormanufac- involves. It is avowedly a technica 
turing association for the use of its book for the accountant, and not for 
members, and doubtless calls for the the general business executive. Its i 
same sort of adaptation to the needs of | primary divisions relate to the three ras 
any individual situationtowhichitmay _ different stages at which standard costs 

be applied. The forms and methods are may be matched against actual costs, we 
devised with reference to the needs of | after which the different methods ar ao 
the medium-sized hospital, but are sup- applied to a variety of industries, al Be 
posed to be adaptable to larger and the examples being worked out wit! 

smaller units. The bookkeeping aspects _ painstaking care. a 





of the problem have received little The problems involved in setting hep 
attention, the major purpose being to _ standards, in relating standards to th hs 
describe the types of financial report by _ variable budget, in incorporating stanc- 7 
which hospital administrators may ex- ards in the financial accounts, and i wth 
pect to direct and accomplish their preparing reports for various executives pi 
23 The Council on Community Relations and Adminis- 1935. 85 pp. $1.00. 
trative Practice of the American Hospital Association, 24 Cecil M. Gillespie, Accounting Procedure for 9!a"4 ‘ 
‘ew 


Division on Accounting, Hospital Accounting and ard Costs. New York: The Ronald Press Cot 
Statistics. Chicago: American Hospital Association, 1935. 389 pp. $5.00. 














| thoroughly explained. The prac- 
oplications of these matters are 
sented in five cases to illustrate the 
-ation of standard costs to a 

- of conditions; for lack of time 
‘are too often condensed into 

11 treatments which make it difh- 
the student to visualize the 

.ss. These technical descriptions 

1 not, on the other hand, be al- 
ved to frighten the general executive 
feeling that they represent unnec- 
elaborations of otherwise simple 
The fact is, as has so often been 
that standard costs, properly 
ied, serve to simplify accounting 
edures, as well as to give rational 
r to otherwise incoherent masses 
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\ir. Kennedy’s book on Profits and 
Losses in Textiles*® is not an accounting 
‘in the sense that it is concerned 
the processes of accounting ac- 
ulation; but it is a very good ex- 
ple of the use of the accounting 

od as a basis for financial and 
nagement analysis. One main part 
book is the seven chapters deal- 

with as many mergers and con- 
itions from their formation soon 

the War to their subsequent re- 
rganization or dissolution. For, sad to 
ite, nearly every one of the examples 
ribed turned out to be more or less 
failure, and the question arises, 
ther these publicly promoted and 
ial ventures were representative 

» textile industry. The other parts 

e book indicate that they were not; 
than 20% (p. 115) of the companies 
- industry have been in any way 
-d by the post-war merger move- 
and of these a considerable num- 

re financed without the aid of 

le capital (Appendix C). Appar- 























Kennedy, Profits and Losses in Textiles. 


Harper & Brothers, 1936. 274 pp. $3.50. 
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ently this latter group has been mark- 
edly more successful, or at least has met 
fewer disasters, than the publicly fi- 
nanced enterprises. The author has not 
carried his investigations to the point 
where he feels willing to generalize on 
the comparative success of merged and 
independent mills (p. 119), and one gets 
the impression of a most interesting 
and important question having been 
broached, without the answer being 
forthcoming for the present. The list 
of textile stock dividends (Appendix H) 
is an imposing one, but relates to the 
heyday years of the industry, 1920- 
1923. The net effect of the information 
presented is that, despite the extent of 
the merger movement, and the public 
offering of $122,000,000 of new textile 
securities since 1918, the textile indus- 
try is still essentially a private corpora- 
tion industry. Those larger units or 
groups which have most successfully 
gone beyond this stage are character- 
istically family or related groups, in 
which have been preserved all the main 
features of unified control by individ- 
uals who are experienced and competent 
textile men. 

The remaining chapters are devoted 
to the consideration of measures for 
enhancing the prosperity of the indus- 
try as a whole, upon the hypothesis 
that at present there are too many in it, 
and too little aggregate business, for all 
to be prosperous. Not much is hoped for 
from government loans, which can 
scarcely “be regarded as self-liquidat- 
ing,’ and which serve mainly to 
continue a condition of surplus produc- 
tion; nor from increased consumption; 
nor from technological improvements 
which, though important, seem unlikely 
to reduce costs sufficiently to increase 
demand in an industry of inelastic de- 
mand; nor from rationalization, which 
may benefit a few units at the expense 











384 Harvard Business ‘Review 


of the many. Controlled production and 
supply, based on a weekly operation of 
two forty-hour shifts, is regarded as a 
more hopeful enterprise; but this can 
be only on the assumption that the rest 
of the community is willing to pay 
textile prices sufficiently high to cover 
the costs resulting from such a scale of 
operation, which is extremely doubtful. 
In other words, all the so-called im- 
provements or labor-saving devices 
have in fact resulted in additions to the 
industry’s capacity; this has been true 
of the southward movement of spindles, 
and of the technical developments in 
better equipment. 

One of the unfortunate results of the 
general doldrums into which the indus- 
try has fallen has been the disfavor with 
which able young men have regarded it 
as a prospect for a career. That this 
view is not altogether well founded is 
evident from the handsome earnings 
which some companies continue to 
make, even though it be largely at the 
expense of the rest of the industry. One 
would suppose that an industry engaged 
in the production of a universal neces- 
sity, which has for some years been 
avoided by men of ability, and which 
still offers goodly prizes to the success- 
ful, would soon come to be regarded as 
peculiarly inviting to such men; cer- 
tain it is that the industry’s problems 
will not be solved by men of any less 
capacity. 

Mr. Sloan and his associates of 
Standard Statistics Company have 
completed a study of such magni- 
tude and complexity as could be under- 
taken only by a large statistical 
organization.*® It is an accounting book 
only as Mr. Kennedy’s work is an 
accounting book; it uses accounting 


26 Laurence H. Sloan and Associates, Two Cycles of 
Corporation Profits. New York: Harper & Brothers, 


1936. 435 pp. $4.50. 


statements as its basic materials. As jts 
subtitle implies, it compares the finan- 
cial results of leading American cor. 
porations for the period 1922-1933 with 
the cycle of indeterminate length, of 
which we are now presumably in the 
early stages. Many will find it a fasci- 
nating book, and many will want to 
quarrel either with its hypotheses or 
with its conclusions. He assumes, for 
example, that all the attempts at sta- 
bilization, by political controls or other- 
wise, will fail, and that relentless 
economic forces will continue to carry 
us onward to boom and subsequent 
depression. Some degree of inflation is 
with us, and probably there will be 
more to come. He refrains from putting 
dates on these events, but regards them 
as practical certainties. 

After a chapter or two explaining 
his basic methods comes a series of 
chapters dealing with the materials by 
industries. The study is concerned 
primarily with 135 large corporations 
which were in business through the 
entire length of the earlier cycle. This 
means in general the most prosperous 
corporations, which cannot therefore 
be regarded as representative of all 
American industry. Comparisons are 
made by industries and by companies, 
ending in a final ranking of industries 
as to earning power (p. 420), which 
shows, for the entire period 1922-1933, 
an average of 5.6% paid on the stoc! 
holders’ equity. This is compared 
interestingly with returns to capital 
during the same period in other lines, 
and the general conclusion is reached 
that the reputed fabulous profits of 
industry do not exist. The book finishes 
with a list of 21 corporations which 
have been the outstanding performers, 
and which in general Mr. Sloan expects 
will continue as such. 
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he subtitle of Mr. Knoeppel’s 
27 “Working Methods for Profit 

‘ng and Control,” and the state- 
t that it is “‘a ‘how’ book for man- 


haracterizations of its contents to 
e who are acquainted with his 
rk. It is in effect a continuation of 
rofit Engineering”; beginning with 
well-known “‘profitgraph” it de- 
lops the theme of a complete and 
tegrated control system, reaching 
into all departments and all 

of management. Profit is re- 

ed as the great coordinator, as 
as the great motivator, of busi- 

;; the author fears that “‘too much 
ition to selling or manufactur- 


Ai 


a. 


per se” (p. ix) is given by business 
anagers, who are urged to become 
profit-minded” (p. 3) as against an 
veremphasis on finance, sales, or 


tion. 
There can be little doubt that every 
isiness should be familiar with the 
tral ideas of this book as methods 
trol and coordination, and should 
ive a controller capable of exercis- 
them. In particular, every chief 
itive should have in mind the 
graph design for his own business, 
eak-even point, and the effect on 
f volume above and below that 
is to be suspected that most 
cutives do have some ideas on 
ect. Most of the devices illus- 
have their use, some of them a 
ise; but enthusiasm for their 
ect has led the authors to attribute 
ich potency to these mathemat- 
ontrivances, which are represented 
t as being able to earn profits in 
1 of themselves. The fact is that 
its are made, not by any control 


eppel with the collaboration of Edgar 
Managing for Profit. New York: McGraw- 
Company, Inc., 1937. 359 pp. $3.5¢. 
n Cost Finding in Railway Fretgat Service for 


device, but by creative thought in 
manufacturing, selling, and finance, 
operating in a field of human psychol- 
ogy. That control is essential to the 
continued effectiveness of the business 
machine is, for those who have any 
experience whatever in this area, an 
unquestioned fact, and those who are 
responsible for the exercise of such con- 
trol will wish to be acquainted with the 
idea of this book, even if they do not 
use all its methods. 

The report of the Federal Coordina- 
tor of Transportation”® is adocument of 
considerable importance, and the out- 
come of its proposals will be watched 
with interest by a great many people. 
The Coordinator, with the assistance of 
members of the accounting staff of the 
Interstate Commerce Commission and 
of outside consultants, has here de- 
veloped a cost finding plan for the 
handling of freight which, in his final 
recommendations, he proposes to install 
in a number of typical railroads. On 
the basis of experience there gained, it 
is expected to apply it to all railroads 
under the jurisdiction of the Commis- 
sion. It is expressly stated that this 
cost finding plan has been devised 
“‘from the particular standpoint of the 
control of the rates charged for freight 
service”’ (p. 9). 

The proposed plan is said to embrace 
five steps: (1) that railroads shall fur- 
nish certain cost data as a supplement 
to their regular annual report to the 
Commission; (2) that typical railroads 
be selected for trial purposes; (3) that 
base unit costs be computed from these; 
(4) that modifications be made in the 
base costs to meet the conditions of 
particular services; (5) that the base 
costs be further modified to equalize 


Regulatory Purposes. Issued by Federal Coordinator 
of Transportation, Washington, D. C., June, 1936. 
108 pp. Appendix to Report, 45 pp. 











annual maintenance charges and re- 
turn on investment. 

The large question here is whether, 
and to what extent, costs so computed 
will assist in determining freight rates. 
This action is part of a widespread 
movement for relating prices to costs, 
a movement which is at the base of the 
Robinson-Patman Act, and of other 
statutes enacted and proposed. There 
can be no question that a sound knowl- 
edge of his 


of the equipment of any business man; 


osts is an important part 


but to reason that prices may be di- 
rectly based on costs is to disregard the 
fundamental economic principle that 
a price must be the resultant of balanc- 
ing the conditions of supply (costs) 
against the conditions of demand; to 
ignore the latter is to insure ultimate 
failure. The Interstate Commerce Com- 
mission has already had the experience 
of setting a rate of return which rail- 
roads were to be permitted to make, 
only to find itself unable to produce 
the business which would yield that 
return. Unless, therefore, these costs 
are to be used as the intelligent business 
man uses them, with one eye on the 
market, they are going to work a great 
deal of harm. Furthermore, it will be 
necessary to pay very particular atten- 
tion to the extent to which costs are 
joint or are direct to specific commodity 
handling. 

While they are about it, one wonders 
why no reference is made to the other 
great purpose for which costs are used 
in business, namely, the measurement 
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and encouragement of efficient 
eration. Presumably the Commissio; 
considers that matter outside its sphere. 
but the railroad managements will | 
thinking about it. 


Books on Financial and Cost Account: 
Principles 

As stated at the outset, the primar 
concern of this group of books”? js ¢ 
aid in imparting the principles 
practices of accounting to students 
the subject. The authors have 
striven to restate these principles 
the most effective way, but they do: 
for the most part aim at innovatior 
reform in their subject matter. Whi 
therefore, such works are often quoted 
in business and in law, whenever it 
desired to develop the various facets 
a particular principle, yet they must 
be considered and judged with respect 
to their main purpose, which is 
serve as teaching agencies, chiefly 
formally organized college courses. 

All these books are based on t! 
respective authors’ many years of ex- 
perience in teaching accounting; the 
all have some excellence in expositiot 
and differ from one another chiefly 
the range of topics covered and 
emphasis given to each topic. For t! 
most part they cling pretty closely ' 
bookkeeping and the mechanical p! \ 
cedures and leave to advanced texts 
the more philosophic and manageria 
aspects of accounting. The obviou: 
exception to this is the work on inter 
mediate accounting. 





G. A. MacFarland and R. D. Ayars, 4 
Fundamentals. New York: McGraw-Hill B 
pany, Inc., 1936. 682 pp. $4.00. 

R. N. Owens and R. D. Kennedy, Accour 
Elementary Theory and Practice. New Y 
Van Nostrand Co., Inc., 1936. 694 pp. $4 

Jacob B. Taylor and Hermann C. Miller 
mediate Accounting. Volumes | and II. N 
McGraw-Hill Book Company, Inc., 1933 a! 

Norman L. Burton, [ntroduction to Cost A 


New York: Longmans, Green and Co., 1936. 2 
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blem material. 
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fitting to seek rather a thorough grasp 
of the fundamental principles and pur- 
poses of accounting, supported by a 
working knowledge of the 
bookkeeping procedures. 

The Taylor and Miller volumes con- 
tain what the authors consider should 
be “‘offered in second-year accounting 
in a well-rounded undergraduate cur- 
riculum.”’ This means, as to the first 
volume, further study of the prepara- 
tion and analysis of accounting state- 
ments, together with consideration of 
the significance of each of the more 
important items in them. In the second 
volume the accounting problems of 
certain special types of business and 
business situations are considered, such 
as installment branch houses, 
mergers, consolidations, and receiver- 
ship. A good deal of problem material 
is contained in each volume to exercise 
the wits of the second-year students 
aforesaid. 

Professor Burton’s work purports to 
be ‘“‘a short book” on the subject, de- 
signed chiefly for ‘‘adult readers and 
students who want perspective.” The 
author has succeeded in making a very 
compact statement of the purposes and 
practices of cost accounting. It is de- 
signed chiefly for those who are con- 
cerned with the actual preparation of 
cost records, though it will be of inter- 
est also to those who want to know 
more about their meaning. The illus- 
trations are ample and very effective, 
many of them bearing the names of 
actual companies in the neighborhood 
of Buffalo. The exposition follows out 
the promise of the introduction, and 
assumes some amount of knowledge 
and understanding of the subject on the 
part of the reader. The author’s prac- 
tical experience is manifested through- 
out the book, and while its primary 
purposes do not seem to be pedagogical, 
yet it is obviously designed in part as a 


essential 


sales, 











teaching book, one indication being 
the interesting and somewhat novel 
table in the beginning in which the 
contents are matched against those of 
a number of comparable texts. 


Bibliographical 


In Accountants’ Index—Fourth Sup- 
plement®® the American Institute of Ac- 
countants has continued its good work 
in the compilation of a complete ac- 
counting bibliography down to the end 
of 1935. It has become the regular prac- 
tice of the Institute to summarize in 
four-year volumes the reference lists to 
accounting literature which appear 
monthly in The Journal of Accountancy. 
A similar monthly list, covering cost 
literature especially, is contained in 
the bulletins of the National Associa- 
tion of Cost Accountants. 

One is again struck with the com- 
pleteness and accuracy of the Index, 
evidencing the painstaking care with 
which it has been put together. Nothing 
is wanting in the contents, and very 
little indeed in the manner in which 
they are presented. It would be in the 
general interest if the work were better 
known, not only among accountants, 
but among others who find a more 
occasional yet none the less substantial 
interest in accounting. An acquaintance 
with this Index, aggregating 4104 pages 
for the five volumes, would be a helpful 
experience for the jurist of some emi- 
nence who remarked that, while he had 
to participate in trials involving ques- 
tions of property valuations, income 
determination, and the like, he “‘ did not 
know that a literature on that subject 
existed.”’ 

Depreciation is still easily the first 
of all the topics listed, in point of the 
space occupied; 32 pages are devoted 
to this subject as compared, for ex- 
© American Institute of Accountants, Accountants’ 


Index—Fourth Supplement: A Bibliography of Ac- 
ry, 1932-December, 1935. 


counting Literature, Jan 
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ample, with 26 pages of citations on 
Accounts, Accountants, and Account. 
ing. This is due not only to the numbe; 
of the citations on depreciation, but 
also to the fact that numerous actual 
depreciation rates have again beep 
quoted. In fact, depreciation seems t 
be the only topic on which substantive 
information is given, citations alone 
being furnished on all other titles. I: 
is an open question whether, as a mat- 
ter of convenience, it might not some 
day be worth while for the Institute to 
publish this collection of depreciation 
rates in a separate volume, perhaps 
retaining the citations in the Index. 
The mark of the New Deal lies across 
this volume, under such titles as Na- 
tional Recovery Administration, Codes, 
and Securities Act. The citations under 
the last-named of these subjects strike 
one as peculiarly scanty, and a littk 
investigation brings to light a problem 
in cross-citations which must be a per- 
petual difficulty to the editor; for under 
the names of individual authors on 
can find reference to a considerable 
number of articles on this topic not 
listed under the topic itself. Many 
other articles are listed both under the 
topic and under the author, and one 
wonders why the distinction. Als 
since Form 10 and Form 10K are listed 
under Securities and Exchange Com- 
mission, why is Form A-2 not listed? 


SO, 


One touch of sadness comes from 
seeing on the same page the names 
Arthur Lowes Dickinson and Lawrence 
Robert Dicksee as authors. Both 
these men have in practice, writing, 
and teaching had great influence 
international scope, but their voices 
will be no longer heard among us; b 
have passed away during the peri 
covered by this volume. 


Tn 
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